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Policing Accounts Receivable and 
Inventory Under Modern Factor’s 
Legislation* 


THE Facrorine BusINEss 


The last thirty years have seen the development-of a new 
source of credit for small businessmen — the assignment of 
accounts receivable as collateral security for loans, without 
notice to the account debtor. Several private finance com- 
panies began to operate in this field in the early twenties, and 
since 1933 commercial banks have entered the business in in- 
creasing numbers. This financing is commonly called “factor- 
ing,” and those engaged in it, whether private finance com- 
panies or commercial banks, will be referred to herein as 
“factors.” The modern factor differs from the “straight line” 
factor, who simply purchased accounts and notified the account 
debtor that payments were to be made to him, retaining no 
recourse against the seller of the accounts if account debtors 
defaulted. For the modern factor, the assignment, whether 
drafted as a purchase and sale or as a security instrument,‘ 
functions as security for the borrower’s personal obligation, 
and notification to the account debtor that the account is to be 


* University of Pennsylvania Law Review, Vol. 101, p. 392 (December 1952), copyright 
1952 by University of Pennsylvania, 3400 Chestnut Street, Philadelphia, Pa. Price of 
single issue: $1.25. Observations in this Note as to the practical aspects of the factoring 
business are based upon interviews with private factors and commercial bank officials in 
the Philadelphia area. 

4The agreement may provide that the accounts are “sold” to the factor, but with 
recourse against the borrower if some go bad, or may simply provide that the accounts 
are to secure payment of a demand note which the borrower executes. Private finance 
— naturally favor the former instrument, while commercial banks generally use 

e latter. 


861 
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paid to the factor is a last resort, equivalent to foreclosure.” 
Modern factors may also lend upon the security of inventory, 
although accounts are preferred because the existence of a 
third-party obligation lessens the lender’s risk.° 


Accounts receivable financing begins when the borrower 
presents the factor with a schedule of accounts payable at 
specified intervals, usually thirty, sixty, or ninety days, together 
with copies of the invoice for each account. After investigat- 
ing the borrower, his business and the particular invoices, the 
factor will calculate a value, or “aging,” for the accounts, 
usually expressed in terms of a percentage of their face value. 
The loan will also be a certain percentage of face value, known 
as the “rate of advance.”” As accounts become due, the bor- 
rower collects the checks paid by the account debtors and sends 
them to the factor at intervals depending upon the volume of 
sales. It is not uncommon for the borrower to remit checks 
daily. When the factor receives and cashes the checks, he re- 
pays himself for his rate of advance thereon and pays the 
borrower the excess. As often as the borrower remits the 
checks, he assigns new accounts, and the process begins all over 
again. Interest, or service charge in the case of private factors, 
is not deducted from the borrower’s equity in every account 
as checks are remitted, but is deducted from the equity in 
checks coming in at fixed intervals. The terms of this “re- 
volving loan” arrangement are governed by a contract between 
the borrower and the factor which extends over a considerable 
period of time. The contract is usually renewed, so that the 


5 Such sudden liquidation of the loan quite often will withdraw so much money antici- 
pated by the borrower, that he may be forced out of business. This effect is accentuated 
by the reaction of general creditors when they see the factor closing in. 

6 Inventory loans are not uncommonly made as a prelude to accounts receivable financing 
to commence when the inventory is sold, where the borrower is doing a seasonal business, 
or as a temporary supplement to accounts receivable financing. 


7A typical transaction might be the following: The account debtor owes $100, due in 
30 days. Since he runs a very reputable and prompt-paying concern, the “aging” might 
be 90% of face value ($90). Commercial banks generally allow themselves a margin 
of 10% between aging and rate of advance. Thus the borrower would get $80 im- 
mediately. Private factors, who rely to a lesser extent upon the general credit of the 
borrower, allow themselves a 20% margin; $70 would therefore be advanced. 

8 These intervals might be anywhere between one week and one month. During the 
intervals, the factor totals up all his advances and figures up his service charges on the 
total. This charge is either deducted from the total receipts on the last day of the 
period, or else the borrower sends his own check for the amount of the charges, after he 
receives the remainder of the money coming to him on the settled accounts. 
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arrangement may continue for many years. ‘The contract may 
provide for the assigning of all accounts,’ or for such accounts 
as the parties shall choose. However, it is always provided 
that the borrower will not finance his accounts and inventory 
with any other concern during the term of the contract.” The 
factor retains the privilege of refusing to lend on accounts 
which are too risky, and of going upon a notification basis at 
any time. It is usually agreed that the factor shall have a lien 
on merchandise returned to or recovered by the borrower from 
account debtors. 

Obviously, the factor’s greatest problem in making such 
financing profitable is the devising of a policing system to pre- 
vent loss due to carelessness or fraud on the part of the bor- 
rower. A keystone in any policing system is requiring prompt 
remittance to the factor of all checks collected on the accounts.” 
This gives the factor instant warning of any decline in the 
borrower’s collections, and a somewhat delayed warning of any 
decline in sales. Also, by investigating the checks the factor 
can discover whether the borrower has been supplying him with 
false invoices and hence: actually assigning him nothing, re- 
paying the factor with his own money. In such a case, the 
borrower may be “kiting” his assignments, i.e., keeping one 
step ahead of the factor by presenting to him the appearance 
of a growing business, making ever-increasing assignments of 
false accounts and securing larger and larger loans. For 
similar reasons, factors make use of the services of a field ware- 
housing company when inventory financing is involved in the 
transaction, regardless of whether the security device is a field 
warehouseman’s receipt or a factor’s lien.” 





9% Since “all accounts” would include some for which payment is made in cash, the con- 
tract will provide that, in such case, the borrower will take all cash proceeds to a bank, 
secure a cashier's check for the exact amount of the cash payments, and immediately 
send the cashier’s check to the factor. 


= Factors justify this provision on the ground that if a borrower finances his accounts 
two or more factors, he is likely to become confused as to which accounts are 
aad to each factor, with the result that checks may be remitted to the wrong factor. 
11 There are other aspects of policing, such as regularly auditing the borrower's books, 
investigating his invoices, investigating his physical plant and inventory, checking his 
financial statements, and policing the borrower’s disposition of the loan, but the require- 
ment that checks be promptly remitted remains a central feature. 
12 The Factor’s Lien Acts, discussed infra, do not require possession in the factor, either 
actual or constructive, as a requisite of a valid lien. 
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In accounts receivable financing, unless the borrower is 
doing a seasonal business, the separate totals of loans outstand- 
ing and accounts assigned remain fairly constant at all times. 
For this reason, it may be suggested that the financing would 
be simpler if no checks were remitted and the borrower paid 
interest in regular installments on a single loan, secured by a 
fixed value of accounts to be replenished by new assignments 
as old accounts were paid. Factors consider such a method of 
financing impractical because of the necessity of requiring 
regular remittances in order to police their assignments, and 
do not feel that checking invoices would be sufficient in itself. 
For the same reason, factors are wary of substituting new ac- 
counts for old before the old accounts are paid, although this 
procedure may be resorted to occasionally and to a limited 
extent.* Due to the impracticability of requiring remittances 
of checks from retailers, who take such a large proportion of 
their payments in cash and handle multitudes of small checks, 
factors seldom lend to retailers. 


BENEDICT v. RATNER™ 


In 1925 this decision set forth the rule that, in order to 
preserve a lien on accounts receivable, the lender must require 
the borrower to account for all the proceeds of assigned ac- 
counts, and must forbid the borrower to divert such proceeds 
to his own use. The lender’s “consent” to such conduct on the 
part of the borrower invalidates the lien, whether the consent 
be express or implied in fact. Under this rule the lien is 
destroyed if the lender consents to the commingling of any of 
the proceeds with the borrower’s own funds. If the loan con- 
tract provides for a lien upon returned or recovered goods, as 
most do, the borrower must not be allowed to credit the account 
debtor with the price unless he segregates the goods, and per- 
haps not even if he segregates the goods; and must not be 
allowed to dispose of the goods without remitting the proceeds. 
Otherwise, the lender’s lien, not only upon the particular ac- 


18 Obviously, bookkeeping difficulties also preclude the use of this procedure on any 
wide-spread scale. 
14 968 US. 353 (1925). 
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count, but on all other accounts assigned to secure the loan, is 
invalidated. However, the lien remains valid when the bor- 
rower is permitted to use the proceeds of old accounts after 
substituting therefor new accounts of equal value. In the field 
of inventory financing, where the lien is initially validated by 
the recording of a security instrument, the lender must require 
prompt remittance of the proceeds of the sale of inventory, or 
in some states, may substitute new inventory, in order to main- 
tain the validity of the lien. 


These rules are said to rest upon the proposition that a 
reservation of “dominion” over the security by the borrower 
is logically inconsistent with the “effective disposition of title,” 
so that when the rules are not observed, no security title is 
created and the arrangement becomes fraudulent as a matter 
of law. A less conceptual basis for the doctrine of Benedict 
v. Ratner may be a desire to prevent frauds upon § 60 of the 
Bankruptcy Act, which provides for the avoidance of “pref- 
erences” by the trustee in bankruptcy. Under that section, a 
preference is defined as a transfer by an insolvent debtor of his 
property for the benefit: of a creditor on account of an ante- 
cedent debt, which results in a depletion of the debtor’s estate 
and the creditor’s obtaining a greater percentage of his debt 
than some other creditor of the same class, when the transfer 
occurs within four months before the filing of a petition in 
bankruptcy. Such a transfer may be avoided by the trustee 
upon proof that the creditor had reasonable cause to believe 
that the debtor was insolvent at the time it was made. Certain 
preferences are also avoidable under some state statutes. The 
possibility of fraudulent evasion of this legislation is that a 
debtor may, within the four months period, make such an 
avoidable transfer of accounts receivable which arose before 
the four months period; and, knowing that he or his creditors 
will shortly file a petition in bankruptcy, will date the assign- 
ment to make it appear that it was executed before the four 
months period. Here the only evidence which could prove the 
correct date of the assignment rests wholly in the hands of the 
parties. Account debtors will not know when the assignment 
was made because it is a non-notification arrangement. Had the 
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assignment been policed, however, it could be proved by the 
trustee that it was a preference, for the date of indorsement and 
cashing of remitted checks will indicate, roughly, at what time 
the assignment was made. This information can be obtained by 
consulting the account debtors or perhaps through their banks. 
The moving policy behind the Benedict rule may therefore be 
that, as a preventive measure, fraud should be presumed as a 
matter of law where there has been no policing, because of the 
danger that during the time there was no policing there also 
was no assignment. It is true that there is no policing when 
new accounts are substituted for old, which is permitted under 
the Benedict rule. However, the assignment here would in- 
volve accounts which did not arise until after the beginning of 
the four months period so that if the substitution gave the 
assignee accounts of greater value than the old, the trustee 
would meet no problem of proof. It is noteworthy that in most 
jurisdictions there was no legislation providing for the record- 
ing of accounts receivable financing arrangements when 
Benedict v. Ratner was decided. 

On the other hand, the rule requiring policing of inventory 
loans arose while statutes providing for the recordation of 
chattel mortgages were in effect. Actually, this rule was 
deemed a lenient exception to a general policy invalidating 
inventory liens, which was based upon the assumption that the 
borrower was the “ostensible owner” of his inventory, even if a 
chattel mortgage covering the inventory had been recorded. 
It was thought that this ostensible ownership misled general 
creditors to their prejudice in estimating their credit risk. 
Apparently, the courts thought it unlikely that such creditors 
would search the records for a chattel mortgage on inventory. 
The policing exception on inventory loans was a conveniently 
available doctrine extended to accounts receivable to advance a 
quite different policy in the Benedict decision. It should be 
noted that not until fairly recently has it become common to 
lend on inventory, and not until quite recently has legislation 
been enacted providing for the separate recording of factor’s 
liens on inventory. 


Although decided during the era of “federal common law,” 
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the Benedict case purported to announce the common law of 
New York, and has been assumed by the federal courts in 
bankruptcy cases to be the common law of many states. Some 
state courts have expressly followed the case, and authorities 
consider it to be the majority rule. 


The application of the doctrine to cases where an assign- 
ment of accounts also provides for a lien on returned merchan- 
dise causes considerable inconvenience to factors. In most 
cases the amount of such merchandise is comparatively small 
and no attempt is made to segregate the goods and have the 
proceeds from their resale applied to the loan. Instead, the 
borrower’s equity in checks remitted from other accounts is 
debited with the rate of advance on the price of the returned 
goods, and the borrower then adjusts his ledgers to wipe out 
the account which arose from those goods. The purpose of the 
clause providing for a lien on returned goods is to protect the 
factor in case the proportion of returned goods becomes too 
high. In such a case a system for policing sales of the returned 
goods and requiring remittance of the proceeds will be put into 
effect. The provisions appearing most often in recent legisla- 
tion dealing with the Benedict v. Ratner problem are those 
aimed at eliminating extreme applications of the rule in re- 
turned goods cases. 


RECENT LEGISLATION 

Since the mid-forties, twenty-eight states have enacted 
legislation modifying or abolishing, in whole or part, the polic- 
ing rule of Benedict v. Ratner. These provisions appear as 
parts of statutes known as “Accounts Receivable Acts” and 
“Factor’s Lien Acts.” There is some degree of overlapping 
between the two types of statutes so that, where both are in 
effect, the factor may find it necessary to comply with both in 
order to obtain maximum protection against the Benedict v. 
Ratner rule. Of course, the factor may use other devices for 
inventory financing, but will usually be required to police. 
Eight of the ten Factor’s Lien Acts dealing with the problem 
permit not only liens on inventory, but may be availed of to 
secure a lien on the accounts to arise from the sale of liened 
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merchandise.** Only the New Hampshire Factor’s Lien Act 
provides for taking a lien upon accounts not arising from the 
sale of liened merchandise;*° in other states, as to such accounts, 
the Accounts Receivable Acts must be complied with. In 
financing accounts receivable some states require the filing of 
a notice of intention to assign accounts under an Accounts 
Receivable Act in order to acquire any lien;** in other states 
this is required only when the financing is on a non-notification 
basis.** ‘ 


Most of these recent statutes are aimed at preventing ex- 
treme applications of the Benedict v. Ratner rule in cases where 
goods are returned to or recovered by the borrower. These 
follow the lead of the New York Factor’s Lien Act in pro- 
viding that if the borrower deals with returned or recovered 
goods as his own property or makes a price adjustment in favor 
of an account debtor, the lien of the lender upon any balance 
still owing on the particular account or on any other account 
shall not be invalidated merely because the lender consented 
to such conduct. The New York Act and Factor’s Lien Acts 
in five other states” afford this protection to assignments of 
accounts when a factor’s lien has been filed, whether or not the 
accounts arise from goods subject to the factor’s lien. The 
Vermont statute extends this protection only to assignments of 
accounts arising from liened goods.” Accounts Receivable 


44 Ara. Cope Ann. tit. 47, §§ 182(1)-132(8) (Michie Supp. 1949); Maine Pub. Laws 
1945 c. 79; Munn. Stat. Ann. §§ 514.80-514.91 (1949); NJ. Srat. Ann. §§ 2:60-252 to 
2: 60-260 (Supp. 1951); N.Y. Pers. Prop. Law § 45; Vr. Rev. Strat. §§ 2738-2751 (1947); 
W. Va. Cove Ann. §§ $946 (17) -8946(24) (Michie Supp. 1949); Wis. Laws 1951, c. 486. 
The only Factor’s Lien Act containing a provision dealing with the effect of Benedict v. 
Ratner on accounts which does not provide for a lien upon any accounts is Tex. Rev. 
Crv. Stat. ANN. art. 5506c (Vernon Supp. 1952). The Rhode Island statute (R.I. Gen. 
Laws ANN. art. 447 (1938)) provides for a lien on accounts arising from liened mer- 
chandise, but does not deal with the Benedict problem. 

45 N.H. Laws 1951, c. 218, § 4, amending N.H. Laws 1949, c. 156 and N.H. Laws 1943, 
ec. 161. 

46 See, e.g., Cau. Crv. Cone tit. 14, § 3018 (Deering Supp. 1951); Onto Gen. Cope ANN. 
§§ 8509-6(1) and 8509-5(1) (Page Supp. 1951). 

47 See e.g., N.C. Gen. Stat. § 44-80 (1950). 

50 The Alabama, Maine, New Jersey, Texas and West Virginia statutes cited supra, note 
44. The Texas statute provides only for the case of price adjustments by the borrower, 
and not for the case of the borrower who uses the proceeds of returned goods. Tex. 
Rev. Crv. Stat. ANN. art. 5506c, § 6 (Vernon Supp. 1952). The Texas Act does not 
apply to any stock of goods exposed daily for retail sale in parcels. Id. § 10. 


51 Vr. Rev. Stat. § 2748 (1947). 
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Acts in fourteen states afford this protection to all accounts 
receivable.” 

Six states have adopted Accounts Receivable Acts which 
abolish the Benedict doctrine as to all assignments of accounts 
when the parties comply with filing provisions.’ Factor’s 
Lien Acts in two states abolish the doctrine both as to inventory 
and as to accounts arising from liened inventory when filing 
requirements have been satisfied.°* Although there is an Ac- 
counts Receivable Act in New Hampshire,” the Factor’s Lien 
Act in that state has recently been amended to permit the 
filing of liens not only upon merchandise but also upon ac- 
counts, whether or not the merchandise from which the accounts 
arise is also subject to the lien.°° The amendment abolishes 
the policing rule as to all accounts receivable, provided that 
filing requirements have been met.’ ‘This was generated by a 
federal decision that the Benedict rule applied to accounts re- 
ceivable under the New Hampshire Accounts Receivable Act.** 
On the other hand, there is not now and never has been any 
express provision in the Factor’s Lien Act either modifying 
or abolishing the policing rule as to inventory. In the face of 
this lack of statutory direction, the state supreme court held 
that the Benedict rule, which had been the common law of the 
state, was abolished as to inventory, since the Act contained no 
provision requiring policing. ‘This is highly significant in that 
twelve states have enacted Factor’s Lien Acts requiring filing, 
but containing no provision expressly approving or rejecting 


52 Ata. Cope ANN. tit. 39, § 212 (Michie Supp. 1949); Cau. Civ. Cope tit. 14, § 3025 
(Deering 1949); CoLo. Srat. ANN. c. 12(A), § 5 (Michie Supp. 1951); Conn. Rev. Gen. 
Stat. § 6722 (1949) ; Fra. Srat. § 524.05 (1949); Inano Cope Ann. § 64-905 (1948); 
Kan. Gen. Srat. ANN. § 58-805 (1949); Maine Pub. Laws 1945, c. 100, § 170-B; Mass. 
Ann. Laws c. 107A, § 5 (1946); Minn. Sra. § 521.05 (1949); Mo. Rev. Srart. §°410. 050 
(1949); Nes. Rev. Srar. § 69-616 (1950); Tex. Rev. Civ. Srar. ANN. art. 260-1 (Vernon 
1947); 6 Uran Cope ANN. § 81B-05 (Supp. 1951). 


53 Ga. Laws 1952, No. 811, § 8; Mic. Strat. Ann. tit. 14, § 19.846 (Rice Supp. 1951); 
N.C. Gen. Strat. § 44-83 (1950); Onto Gen. Cope ANN. § 8509-6b (Page Supp. 1951); 
S.C. Laws 1946, No. 433, p. 1824, § 1(7); 5 Was. Rev. Cope § 63.16.0830 (1951). 


54 Minn. Srat. § 514.89 (1949); Wis. Laws 1951, c. 486, § 241.145 (10). 
55 N.H. Laws 1945, c. 19. 


56 N.H. Laws 1951, c. 218, § 1, amending N.H. Laws 1948, c. 161 and N.H. Laws 1949, ¢ 
156. 


57 N.H. Laws 1951, c. 218, § 4. 
58 Manchester Nat. Bank v. Roche, 186 F.2d 827 (lst Cir. 1951). 
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the Benedict doctrine. Since the New Hampshire case is the 
only one construing this type of statute, it will undoubtedly be 
urged as precedent for the abolition of the doctrine as to in- 
ventory. 

Some states have enacted Accounts Receivable Acts which 
do not require filing, but are merely aimed at changing the 
“English” rule requiring notice to the account debtor to pro- 
tect an assignment of an account against a subsequent assignee. 
A federal court has held that such a “validation” statute does 
not alter the rule of Benedict v. Ratner. The same result 
would probably be reached under statutes requiring the nota- 
tion of an assignment in the assignor’s books to validate it 
against subsequent assignees.“ It appears obvious that the 
statutes dealing only with the returned goods problem are 
intended to do away only with that extreme application of the 
Benedict v. Ratner rule. 

It is interesting to note that the Factor’s Lien Acts and 
Accounts Receivable Acts generally follow the example of the 
Uniform Trust Receipts Act in requiring only the filing of a 
general notice of the financing arrangement, without the neces- 
sity of filing amended notices specifically covering property 
acquired thereafter.” 


CONCLUSION 


It has been seen that factors consider that requiring prompt 
remittance of the proceeds of assigned accounts is necessary 
for their protection against borrowers. Thus it may be seri- 
ously questioned whether abolishing the Benedict v. Ratner 
policing requirement would have any business effect. On the 


61 Conn. Rev. Gen. Star. §§ 7255-7264 (1949); Del. Laws 1947, c. 163; Mp. Ann. Cope 
art. 2, §§ 21-28 (Flack 1951); Mass. Ann. Laws c. 255, §§ 40-47 (Supp. 1951); Micu. 
Srat. Ann. §§ 26.415 (1) -26.415(12) (Rice Supp. 1951); Mo. Rev. Srar. §§ 430.260- 
480.320 (1949); N.C. Gen. Srar. §§ 44-70 to 44-76 (1950); Onto Gen. Cope Ann. 
§§ 8364-1 to 8364-6 (Page Supp. 1951); Pa. Srar. Ann. tit. 6, §§ 221-229 (Purdon Supp. 
1951); R.I. Gen. Law: Ann. c. 447 (1938); S.C. Cope §§ 8785 to 8785-8 (1942); Va. 
Cope §§ 55-148 to 55-150 (1950). 

64N.D. Laws 1949, c. 118; Pa. Strat. Ann. tit. 69, §§ 561-563 (Purdon Supp. 1951). A 
third such statute, Ga. Laws 1943, No. 178, was repealed by Ga. Laws 1952, No. 811. 

67 Factor’s Lien Acts: E.g., On10 Gen. Cope ANN. §§ 8364-1 to 8364-6 (Page Supp. 
1951); In re Wyse Laboratories, Inc., 55 Ohio Law Abs. 321 (Referee in Bankruptcy, 
S.D. Ohio 1949). Accounts Receivable Acts: E.g., 1 Tex. Rev. Civ. Stat. Ann. art. 
260-1 (Vernon 1947). 
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other hand, it is not the function of the law to punish lenders 
because they have been careless with their security, nor to stand 
in their way should they desire to find some better and cheaper 
method of policing, if such exists. It may well be that lenders, 
and especially banks, may be willing to make loans on inven- 
tory and accounts without the strict policing which the rule 
requires where the borrower’s financial status is nearly sufficient 
to justify an open line of credit. When a statute permitting 
public recordation of accounts receivable financing arrange- 
ments exists and has been complied with,® the apparent justi- 
fication for the rule—the danger of fraudulent evasion of 
statutes forbidding preferences — ceases; for then there can 
be no contest as to when the financing arrangement was made, 
and information as to the date when any particular account 
arose is not confined to the lender and the borrower. Should 
the financing arrangement on record provide for the assigning 
of only part of the borrower’s accounts the danger that the 
borrower may preferentially assign additional accounts to 
secure the loan, hiding the fact of the preference, seems too 
small to justify retaining the rule. The fact that accounts 
receivable financing is done only on an exclusive basis, which 
assures the factor of the better accounts, coupled with the fac- 
tor’s customary reservations of safety margins between agings 
and rate of advance reduces the probability that he would find 
himself in need of such a preference.” 


So far as policing rules as to inventory rest upon the 
doctrine of ostensible ownership rather than upon the policy 
which entered the law with the Benedict v. Ratner decision, 
the rules would seem to be out-of-date. Inventory loans have 


68 Some borrowers object to the publicity of having their assignments recorded, on the 
ground that it makes them look like a poor risk to their general creditors. Perhaps some 
creditors do attach a stigma to debtors borrowing on their accounts, although this attitude 
dates from an era in which such financing was not common and only resorted to as a 
desperation measure. At the present time, the purpose of most accounts receivable financ- 
ing is to provide funds for business expansion. 


69 The probable result of retaining the Benedict rule in cases where some but not all the 
borrower’s accounts are to be assigned under the arrangement on record would be that, in 
the future, recorded financing arrangements would provide that all accounts are subject 
to the lien. This follows from the fact that, in practice, the borrower is obligated by his 
agreement with the factor not to assign accounts to anyone else, and hence is indifferent 
as to whether some or all of his accounts are security for the Joan. 
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now become sufficiently common that it does not appear that 
general creditors or the credit agencies from which they obtain 
their information may reasonably assume that inventory is a 
lien-free asset, especially when resort to the public records is 
facilitated by the separate filing of inventory liens. The 
Uniform Commercial Code, which contains broad filing re- 
quirements,”’ accepts this theory and expressly abolishes the 
Benedict v. Ratner doctrine as to both accounts receivable and 
inventory.” 


70 § 9-302 (Official Draft 1952). 
71 § 9-205 and comment (Official Draft 1952). 





BANKING DECISIONS 


In this department are published each month all of the important deci- 


sions of the Federal and State Courts mvolving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 





Checks Sent for Collection by Cash Letter 
Need Not be Cleared at Par 


An oil company in North Dakota deposited three checks 
in its bank account drawn on defendant bank. ‘The checks 
were forwarded for collection to the depositary bank’s agent 
which, in turn, sent them by cash letter to defendant bank for 
payment. Defendant bank paid the checks by draft but de- 
ducted five cents from. two of the checks and ten cents from 
the other as remittance charges or exchange. Plaintiff brought 
suit for the twenty cents and for a permanent injunction to 
enjoin defendant from withholding future remittance charges. 
The court upheld defendant’s right to make such charges since 
there was no statutory or common law rule requiring checks 
remitted by cash letter to be cleared at par. McLaughlin Oil 
Co. v. First State Bank of Buffalo, Supreme Court of North 
Dakota, 57 N.W. 2d 860. The opinion of the court is as 
follows: 


SATHRE, J.—The plaintiff McLaughlin Oil Company is a North 
Dakota Corporation having its place of business in Enderlin, North 
Dakota. The defendant First State Bank of Buffalo is a state banking 
corporation having its place of business at Buffalo, North Dakota. Be- 
tween March 8, 1950 and April 14, 1950 the plaintiff received from its 
customers three checks drawn on the defendant bank. One check was 
dated the 8th day of March 1950 drawn by Fred Paul to F. J. Decker 
in the sum of $14.69 and by Decker endorsed to the plaintiff. The 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §309. 
878 
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second check was drawn on April 11, 1950 by Lorne Nudell to the 
plaintiff in the sum of $96.32. The third check was drawn on the 14th 
day of April 1950 to the plaintiff by one John S. Hanson in the sum of 
$11.22 payable to the plaintiff. The plaintiff deposited these three checks 
to its account in the People’s & Enderlin State Bank, Enderlin, North 
Dakota. The People’s & Enderlin State Bank transmitted these checks 
to its correspondent the First National Bank of Minneapolis for col- 
lection. The First National Bank of Minneapolis transmitted them by 
cash letter to the defendant bank at Buffalo. The defendant bank issued 
drafts for the checks and other checks drawn on its correspondent the 
Northwestern National Bank of Minneapolis and forwarded same to 
the First National Bank of Minneapolis, retaining 5 cents from each 
of the two smaller checks and 10 cents from the larger check as remit- 
tance charges or exchange. The First National Bank of Minneapolis 
either forwarded drafts for the amount of the checks less the exchange 
to the People’s & Enderlin State Bank or gave it credit on its account 
with the said First National Bank of Minneapolis. 


The People’s & Enderlin State Bank credited the plaintiff with the 
amount of these checks less the amount of exchange which amounted 
to a total of 20 cents. The plaintiff brings this action to recover from 
the defendant the sum of 20 cents, being the items of remittance charges 
or exchange retained by the defendant from the total amount of these 
three checks, and for an injunction perpetually enjoining and restraining 
the defendant from withholding from the plaintiff the sums of money 
due the plaintiff as part of the proceeds of checks drawn on said defendant 
bank by its depositors. 


The defendant admits the issuance of the checks referred to, that 
they were deposited by the plaintiff to its account in the People’s & 
Enderlin State Bank; that they were sent for collection to the First 
National Bank of Minneapolis and that said Minneapolis Bank for- 
warded the same by cash letter to the defendant bank at Buffalo and 
that the defendant charged the amount thereof to the account of the 
drawers and made remittance by draft to the Minneapolis Bank for 
the amount of said checks less the exchange charged as set forth. The 
defendant further alleges that for many years last past and continuing 
up to the present time the only duty of the defendant with respect to 
cashing checks drawn upon it by its customers has been and now is to 
cash such checks as and when presented to it at its counter in its banking 
house at Buffalo, North Dakota, and that no duty existed to transmit 
the proceeds of said checks either by mail or draft or by any other means 
of transmission; that during said period of time the custom, practice and 
usage in said bank and other banks similarly situated has been, that 
when checks are sent in by mail, and request is made to cash said checks 
and remit the proceeds by draft, a reasonable charge is made for services 
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rendered in the transmission of the moneys in the form requested by the 
legal holder of such checks; the answer further alleges that by Section 
3, Chapter 71 of the 1933 Session Laws, as amended, Section 6-0104, 
1949 Supp NDRC 1943, the State Banking Board was granted power 
to make rules and regulations not inconsistent with the laws of the 
State of North Dakota and of the United States; that pursuant to such 
rule making power under said statute, said banking board formulated 
rules fixing maximum charges for services rendered in remitting on 
account of checks and other items received through what are com- 
monly known as cash letters in accordance with a schedule prepared and 
approved by said banking board. 


The checks involved here, the plaintiff’s signature card and deposit 
slips showing the deposit of these checks by the plaintiff, the letter of 
transmittal by the Enderlin Bank to the First National Bank of Minne- 
apolis, and the usual form of cash letters from the latter bank to the 
defendant, were admitted in evidence as exhibits. 


The case was tried before the Honorable John C. Pollock, Judge of 
the District Court of Cass County, North Dakota on the 22nd day of 
December 1950. After due hearing the district court ordered judgment 
in favor of the defendant for the dismissal of plaintiff’s cause of action 
and for its costs and disbursements, and judgment was entered accord- 
ingly. From this judgment the plaintiff has appealed and demands a 
trial de novo. 


The plaintiff contends that there is a relationship of agency between 
the plaintiff and the People’s & Enderlin State Bank and the plaintiff 
and the First National Bank of Minneapolis as a sub-agent; that knowl- 
edge of this agency is imputed to the defendant by the provisions of 
Sec. 6-0368, NDRC 1943. The plaintiff further contends that when the 
checks arrived at the defendant bank, the said bank received them 
from an agent of the plaintiff and took them into its custody as an agent 
of the makers of the checks; that the relationships which are by law 
presumed to exist between the plaintiff and the makers of the checks are 
actually or constructively within the knowledge of the maker’s agent the 
defendant, and that when the defendant remitted to the plaintiff’s agent 
the First National Bank of Minneapolis it was obligated to remit either 
in money or by a good draft the full amount of each of the checks. 


The defendant contends, however, that the question as to whether 
the relationship of agency existed between the defendant and the holder 
of the checks in question is immaterial, and that the issue in this case 
is whether under the facts and the applicable statutes the plaintiff has a 
cause of action against the defendant. 


The state banks of this state are governed by Chapter 6, NDRC 1943 
known as Banks and Banking. Sec. 6-0101 of said Chapter provides: 
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“The state department of banking, which shall be known and 
designated as the banking department and shall be under the man- 
agement and control of the state banking board and a chief officer 
designated and known as the state examiner, shall have charge of 
the execution of all laws relating to state banks, savings banks, 
trust companies . . . banking institutions . . . and other financial 
corporations, exclusive of the Bank of North Dakota.” 

Sec. 6-0104, NDRC 1943 provides: ; 

“The {banking} board shall have the power to make such rules’ 
and regulations for the government of financial corporations men- 
tioned in section 6-0101 as in its judgment may seem wise and ex- 
pedient, but such rules and regulations shall not conflict with any 
law of this state or of the United States. The board shall review all 
reports made by the financial corporations and institutions under 
its jurisdiction and all reports of regular and special examinations 
thereof made by the state examiner, and shall approve or disapprove 
such reports. The board shall make and enforce such orders as, in 
its judgment, may be necessary or proper to protect the public and 
the depositors or creditors of said financial corporations and institu- 
tions.” 


On April 5, 1944 the state banking board of North Dakota, acting 
under the authority granted by section 6-0104, supra, adopted certain 
regulations governing bank exchange, which regulations have ever since 
been in full force and effect. A certified copy of said regulations was 
introduced in evidence as defendant’s exhibit A. The pertinent portions 
of said regulations affecting the present action read as follows: 


“Regulation III. Now, therefore under authority granted by 
Section III, Chapter 71 of 1933 Session Laws of the State of North 
Dakota (Sec. 6-0104, NDRC 1943 Amended by Sec. 6-0104, 1949 
Supp. NDRC 1943). The following is hereby adopted as the order 
and regulation of the State Banking Board of the State of North 
Dakota. 


“From and after May 1, 1944 no state bank organized and oper- 
ating under the laws of the State of North Dakota shall charge, 
deduct, or otherwise collect exchange fees on checks or other cash 
items received in the regular course of business from other banks 
or trust companies within or without the state for collection and 
remittance or collection and credit in excess of the amounts set 
forth in the following schedule; provided however that this order 
and schedule shall apply only to items received in what is com- 
monly known as regular ‘cash letters’; and shall not be construed to 
apply to bills of lading, sight drafts or other items requiring special 
handling. 





ca 





#t 
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“Schedule: On items of $1.00 or under, no charge 

On items of $1.01 to $10.00 not to exceed 5c per item 

On items of $10.01 to $100.00 not to exceed 10c per 
item. 

On each item of over $100.00 not to exceed 10c for 
each $100.00 or fraction thereof per item provided 
that the maximum charge for any one item shall 
not exceed $1.00”. 

There is no statute in this state requiring banks to clear all checks at 
par. The only statute that has any reference to par clearance is 
Sec. 6-0913, NDRC 1943. It provides that: 

“All checks and other instruments and items of exchange payable 
on demand sent by the Bank of North Dakota to any state bank or 
banking association in North Dakota, for collection, shall be remitted 
for at par by such state bank or banking association to the Bank of 
North Dakota.” 

It was amended by Chapter 112 of the Session Laws of 1949 and 
now reads as follows: 


“All checks and other instruments and items of exchange .. . 
issued in payment of public bills to the state of North Dakota and 
its political subdivisions or any department of either sent by the 
Bank of North Dakota to any state bank or banking association 
.. . for collection, shall be remitted for at par by such state bank 
or banking association to the Bank of North Dakota if good on the 
day presented.” 

Under the provision of Sec. 6-0913 as it existed prior to 1949 all 
checks and other instruments and items of exchange payable on demand 
sent by the Bank of North Dakota to any state bank or banking asso- 
ciation in North Dakota for collection had to be remitted for at par 
by such bank or banking association to the Bank of North Dakota. 
But the 1949 amendment limited par clearance only to checks and other 
instruments and items of exchange issued in payment of public bills 
to the State of North Dakota and its political sub-divisions or any 
department of either sent by the Bank of North Dakota to any state 
bank or. banking association. It is clear that under the provisions of 
said Sec. 6-0913 as it existed prior to 1949 and under the provisions of 
the amendment of 1949, the subject of par payment was before the 
legislature; and had it intended that all checks should be cleared at par 
it could have so provided in the enactment of this statute or in the 1949 
amendment thereto. At no time did this statute provide that all checks 
and other instruments and items of exchange should be paid at par 
by the state banks. It specified the kind of instruments that were to be 
paid at par, and only when they were sent to other banks from the 
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Bank of North Dakota. The language of the original statute as well 
as of the amendment is clear and specifies the particular checks and 
other instruments to be cleared at par. It would follow that all other 
checks and instruments not mentioned therein were excluded, and that 
the rule of statutory construction—‘“Inclusio unius est exclusio alterius” 
—would apply in ascertaining the legislative intention. There would be 
no necessity for enactment of said Section 6-0913 or any amendment 
thereof had there been any other statute providing for par clearance. 


It is of interest to note here that a bill was introduced in the legis- 
lative session of 1947 which would prohibit state banks from charging 
exchange but which failed to pass, and at the general election in Novem- 
ber 1952, before this case was argued in this court the electors of the 
state rejected an initiated measure which would have prohibited state 
banks from charging exchange. 


There is therefore no law in this state requiring state banks to clear 
checks at par, other than as provided in and limited by section 6-0913, 
supra. 


Section 1-0106, NDRC 1943 provides: 


“In this state there is no common law in any case where the law 
is declared by the code.” 


The common law is therefore adopted by statute as the basic law 
applicable to civil rights and remedies not defined by the statute. Reeves 
& Co. v. Russell, 28 N.D. 265, 148 N.W. 654, L.R.A.1915D., 1149. Where 
there is no express constitutional or statutory declaration upon the 
subject the common law is applied. Brignall v. Hannah, 34 N.D. 174, 
157 N.W. 1042. 


Vest. The Par Collection System of the Federal Reserve Banks 
Feb. 1940. Federal Reserve Bulletin 89 states: 


“Under the common law (i. e. in the absence of statute or agree- 
ment to the contrary), a bank is obligated to pay in cash checks 
drawn upon it when presented at the bank, but is not obligated to 
remit the proceeds to distant places. When checks were sent in 
through the mails from distant places, therefore, it was generally felt 
that the banks in remitting the proceeds in cash to such places per- 
formed a service which they were not obligated to perform and for 
which they were entitled to compensation. It was for this service 


999 


that they deducted the so-called ‘exchange charge’ ”. 


In its brief plaintiff quotes extensively from 30 Virginia Law Review 
page 603, and 2 Zollman Banks and Banking, page 262, note 6. These 
quotations discuss in a general way the origin of exchange charges and 
their merits and demerits. We cannot see however that this discussion 
can have any bearing upon the issues in the instant case. The issues 
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in this case must be decided in accordance with the laws of the state 
governing banks and banking. 

The plaintiff contends that under Sec. 6-0368, NDRC 1943 it is 
entitled to damages on account of defendant’s failure to remit the full 
amount of the checks involved in this action, and that such statute 
clarifies the duties and responsibilities of the various agencies concerned 
with the issuance and collection of the conventional bank checks. Said 
section reads as follows: 


“Any bank doing business in this state, including the Bank of 
North Dakota, which shall cash, receive for application on an obliga- 
tion, or for collection or deposit and credit, any check, note, or other 
negotiable instrument drawn upon or payable at any other bank, 
savings bank, trust company, or financial institution located in an- 
other city or village, or which should be presented for acceptance or 
payment in another city or village, whether within or without this 
state, at its option, may forward such instrument for presentment 
or collection directly to the bank on which it is drawn, or at which 
it is made payable, or may forward it through the Federal Reserve 
Bank, or other recognized banking agencies, and in payment of such 
collection, such bank or other agency may accept the exchange or a 
draft of the collecting or payor bank. Such method of collection, 
in the absence of a special agreement to the contrary, shall be deemed 
to be agreed to by the parties, and the forwarding bank and suc- 
cessive agencies shall not be liable to the owner or depositor until 
actual final payment is received by the collection of such exchange 
or draft, and until such final collection, the depositor, endorser, guar- 
antor, or surety of any check, draft, or other instrument so received, 
deposited, cashed, or credited, shall be liable to the bank to the 
extent of any money paid out or credit given by it on account of 
such instrument. However, the bank and every other agency 
through whose hands such instrument or the proceeds thereof shall 
pass shall be charged with ordinary business care, and shall be liable 
for any lack thereof, or for any default or negligence on its part 
resulting in loss, but not for the default, negligence, or lack of care 
of any other agencies, and the owner or depositor of such instrument 
shall have a cause of action directly against such bank, or other 
agencies, for his damage or loss on account of its default or lack 
of ordinary care.” 

We find nothing in the quoted section which either forbids or permits 
banks to charge exchange in remitting for checks received in cash letters. 
The statute does provide that whatever method of collection provided 
for in said statute selected by the remitting bank, in the absence of a 
special agreement to the contrary, shall be deemed to be agreed to by 
the parties, and the forwarding bank and successive agencies shall not 
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be liable to the owner or the depositor until actual final payment is 
received by the collection of such exchange or draft. 


The treasurer of the plaintiff testified that he did not know that 
exchange had been charged on checks drawn by customers of the de- 
fendant bank and in favor of the plaintiff and by such plaintiff deposited 
to its account in the Enderlin bank. With reference to the checks in 
question he stated that he first knew that exchange had been charged 
some time prior to August 1950; that when checks are received he 
deposits them in the bank and that he writes part of the checks isSued 
by plaintiff; that he does not check the bank account to see if exchange 
charges are deducted from it. This he said was done by his father who 
was unable to be present at the trial because of illness. There is no 
allegation and no proof that plaintiff protested or objected to exchange 
charges made by defendant at any time during the course of such 
business transactions. 


J. W. Chapman, president of the defendant bank testified that his 
bank had charged exchange on checks received by it in cash letters ever 
since its organization in 1942, and continued to make such charges in 
accordance with the schedule fixed by the State Banking Department 
in 1944; that the cash letters with checks drawn on defendant bank 
were received from the First National Bank of Minneapolis practically 
every business day; that remittance in payment of these checks were 
made by draft on the Northwestern National Bank of Minneapolis, less 
the exchange; that at no time did the First National Bank of Minneapolis 
or the plaintiff protest or object to the deduction of the exchange charges, 
and specifically that no protest was made with reference to the par- 
ticular checks involved in this action. 


Plaintiff cites the Nebraska case of Placek v. Edstrom, 148 Neb. 
79, 26 N.W. 2d 489, 174 A.L.R. 856, in support of its cause of action. 
The Nebraska case was brought for the purpose of obtaining a declara- 
tory judgment to construe a statute which specifically provided that 
checks drawn on any bank or trust company organized under the laws 
of the state should be cleared at par by the bank or trust company on 
which they were drawn. The plaintiffs in that case contended that the 
statute was repugnant to section 14, Art. 3, Constitution of Nebraska, 
and also that it was repugnant to Section 10, Art. 1, Constitution of 
the United States, in that it impaired the obligation of contract; and 
that the act was repugnant to Section 3, Art. 1, Constitution of Nebraska, 
and Section 1 of the 14th Amendment to the Constitution of the United 
States respectively, in that it deprived plaintiffs of property without 
due process of law and denied them the equal protection of the law. 
The supreme court of Nebraska held that in the light of the situation 
the Act in question was an entirely reasonable exercise of the police 
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power of the state and was not repugnant either to the Constitution of 
Nebraska or to the Constitution of the United States. 


Since we have no statute in this state like the Nebraska statute, or 
any similar statute, the decision in the Nebraska case is not in point 
and has no application to the issues in the case at bar. 


The plaintiff also cites the case of Farmers and Merchants Bank of 
Monroe v. Federal Reserve Bank of Richmond, Virginia, 262 U.S. 649, 
43 $.Ct. 651, 653, 67 L.Ed. 1157. North Carolina had enacted a statute, 
Pub.Laws 1921, c. 20, authorizing banking institutions chartered by the 
state to charge a fee not in excess of 14th of 2% on remittances covering 
checks, the minimum fee on any remittance therefor to be 10 cents. 
It exempted checks drawn in payment of obligations to the Federal or 
State government. The enactment of this statute arose out of the effort 
of the Federal Reserve Board to introduce in the United States universal 
par clearance and collections of checks through Federal Reserve Banks. 
The State of North Carolina was in the district served by the Federal 
Reserve Bank of Richmond. When this statute was enacted the Federal 
Reserve Bank of Richmond gave notice that it considered the legisla- 
tion void under the federal constitution; that when presenting checks 
to North Carolina state banks for payment over the counter, it would 
refuse to accept exchange drafts on reserve banks, as required by the 
North Carolina statute and that it would return as dishonored checks 
for which only exchange drafts had been tendered in payment. The 
Farmers & Merchants Bank of Monroe and eleven other state banks 
brought action to enjoin the Federal. Reserve Bank of Richmond from 
continuing such practice. The plaintiffs were not members of the Fed- 
eral Reserve System. The trial court granted a perpetual injunction. 
The supreme court of North Carolina reversed the decree. The case 
was carried to the supreme court of the United States by certiorari. That 
court reversed the decision of the supreme court of North Carolina and 
reinstated the decision of the trial court. 


In the opinion written by Justice Brandeis, the court said: 


“Tt [par clearance} deals, not with charges for collection, but with 
charges incident to paying. It deals with exchange. Formerly, 
checks, except where paid at the banking house over the counter, 
were customarily paid either through a clearing house or by remit- 
ting, to the bank in which they had been deposited for collection, a 
draft on the drawee’s deposit in some reserve city. For the service 
rendered by the drawee bank in so remitting funds available for use 
at the place of the deposit of the check, it was formerly a common 
practice to make a small charge, called ‘exchange,’ and to deduct 
the amount from the remittance. This charge of the drawee bank 
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the Federal Reserve Board planned to eliminate, and in so doing 
to concentrate in the 12 Federal Reserve Banks the clearance of 
checks and the accumulation of the reserve balances used for that 
purpose. The board began by efforts to induce the banks to adopt 
par clearance voluntarily. The attempt was not successful. The 
board then concluded to apply compulsion.” 


The opinion concluded: 


“The North Carolina statute here in question does not obstruct 
the performance of any duty imposed upon the Federal Reserve 
Board and the Federal Reserve Banks. Nor does it interfere with 
the exercise of any power conferred upon either. It is therefore con- 
sistent with the Federal Reserve Act and with the Federal Constitu- 
tion.” 


Plaintiff cites the case of Brookings State Bank v. Federal Reserve 
Bank of San Francisco, D.C. 281, F. 222, 227. The decision in that case 
supports the contention of the defendant rather than that of the plaintiff. 
The plaintiff in that case, the Brookings State Bank, was a banking 
corporation in the State of Oregon. The defendant Federal Reserve 
Bank of San Francisco, seeking to make collections from the plaintiff 
without the necessity of paying exchange maintained an agent at Brook- 
ings for making collections over the counter of such paper as might be 
transmitted to him in cash letters from the Reserve Bank and its branch 
bank at Portland. The agent was so maintained for about a year and 
he collected over the counter during the time something above $108,000 
at an expense to the Reserve Bank of $3,542, which included the expense 
of transmitting the currency to the point of destination. This method 
caused the Brookings Bank much annoyance, and required it to maintain 
a materially larger reserve than ordinarily necessary in the usual conduct 
of its business. 

The agent was withdrawn and the Brookings bank was notified that 
thereafter checks would be forwarded for collection by mail direct to 
the bank with request that it pay at par and the proceeds remitted by 
exchange on Portland or San Francisco. Checks so forwarded were 
endorsed, 

“Pay to Brookings State Bank, for collection only and remittance 
in full, without deduction for exchange or collection charges.” 


These checks were returned without payment on the ground that the 
bank was not required to act as agent for the Reserve Bank to make 
such collections under the terms imposed. The plaintiff Brookings State 
Bank then brought action to enjoin the Reserve Bank from continuing 








THE BANKING LAW JOURNAL 383 


such practice and after hearing a preliminary injunction was granted. 

277 F. 430. Later the injunction was made permanent, 281 F. 222. We 

quote the following from the opinion of the District Court. 
“the nonmember banks, being without the pale of the Federal Re- 
serve Act, have the right, if they see fit, to charge reasonable ex- 
change on remittances. This is a right the bank may relinquish at 
its option, but it ought not to be coerced into doing so, or agreeing 
to do so, and any strategy which has for its purpose the coercion of 
such nonmember bank to yield its legal right in this respect is 
unlawful, and will not be approved by the courts.” 

It is established by the record that the defendant has charged ex- 
change over a period of years on checks drawn on its customers to the 
plaintiff as payee. The exchange thus charged was in conformity with 
the schedule adopted by the State Banking Board of the State of North 
Dakota in 1944. There is no showing, nor do we find that the schedule 
prepared by the state banking board conflicts in any way with the laws 
of the State or with the laws of the United States. 

Section 342 of the Federal Reserve Act, 12 U.S.C.A, contains a 
proviso which permits nonmember banks to make a reasonable charge for 
collection or payment of checks and drafts and remission therefor by 
exchange or otherwise. Such proviso reads as follows: 


“Provided further, That nothing in this or any other section of 
this chapter shall be construed as prohibiting a member or non- 
member bank from making reasonable charges, to be determined 
and regulated by the Board of Governors of the Federal Reserve 
System, but in no case to exceed 10 cents per $100 or fraction there- 
of, based on the total of checks and drafts presented at any one 
time, for collection or payment of checks and drafts and remission 
therefor by exchange or otherwise; but no such charges shall be 
made against the Federal reserve banks.” 


We have carefully examined and considered the facts and circum- 
stances presented by the record in this case and the law applicable 
thereto and we are agreed that the plaintiff has failed to establish a cause 
of action against the defendant. 

The judgment of the district court is affirmed. 


MORRIS, C. J., and CHRISTIANSON, GRIMSON and BURKE, 
JJ., concur. 
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Bearer Bonds Looted by Germans During 


The War Awarded to Netherlands Govern- 
ment Under Vesting Order 


Germany invaded the Netherlands on May 10, 1940. Four- 
teen days later from England Queen Wilhelmina’s govern- 
ment in exile issued a Royal Decree vesting title in the Dutch 
Government to all securities belonging to residents of Hol- 
land. Four bearer bonds of United States corporations be- 
longing to Jewish residents in Holland were confiscated by 
the Germans, later disposed of on the Paris black market and 
ultimately purchased in Switzerland in 1946 by Archimedes, 
an American citizen. He was seized by the United States 
Government for operating in violation of federal foreign fund 
regulations and the bonds were turned over to the Federal 
Reserve Bank. Later he brought suit for the return of the 
bonds and in opposing him the Netherlands Government 
claimed title under the Royal Decree. 

The Court of Appeals awarded the bonds to the Dutch 
Government by recognizing its power to pass vesting legisla- 
tion under the Hague Regulations even though the govern- 
ment was in exile. Archimedes was not entitled to the bonds 
because he was not licensed to deal in blocked securities and 
because he was not a holder in due course. State of Nether- 
lands v. Federal Reserve Bank of New York, et al., United 
States Court of Appeals, Second Circuit 201 F. 2d 455. The 
opinion of the court is as follows: 


CLARK, C. J—This action for the possession of four bearer bonds 
of American corporations! was instituted in the New York Supreme 
Court by the State of the Netherlands against the Federal Reserve 
Bank of New York, which now holds the bonds in a blocked account. 
The defendant removed the action to the federal court below in ac- 
cordance with the provisions of 12 U.S.C.A. § 632. At the same time 
it procured an order of interpleader against one Verdun J. Archimedes, 


1 The bonds were each in the amount of $1,000 issued by the Southern Railway Co., the 
Missouri-Kansas-Texas R. R. Co., the Union Pacific Railroad Co., and the Union Pacific 


Railroad Co., respectively. 





NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §209. 
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who had been required to deposit the bonds with defendant and as- 
serts title to them. And defendant asked to be relieved from further 
liability except as stockholder. 

The facts upon which both plaintiff and interpleaded defendant 
predicate their claims were found by the district court substantially 
as follows: On May 10, 1940, the German army invaded the Nether- 
lands, whose armed forces surrendered on May 14. In the meantime, 
on May 13, Queen Wilhelmina and her government moved to England, 
where a government-in-exile was established. The United States recog- 
nized this as the government of the Kingdom of the Netherlands. 


Prior to and on May 24, 1940, the bonds involved in this action 
were owned by four Netherlands domiciliaries. On that date the govern- 
ment-in-exile issued Royal Decree A-1, which purported to vest pro- 
tective title in plaintiff to all securities belonging to persons domiciled 
in the Kingdom of the Netherlands for the purpose of conserving the 
rights of the former owners. It is upon this enactment that plaintiff 
rests its claim to the bonds in dispute. 


Shortly after the occupation of Holland, the German invader set 
about his nefarious campaign to eliminate Jewish influence from that 
nation’s economic life. As one of the steps in this campaign, an or- 
dinance was promulgated on April 8, 1941, compelling Jewish residents 
to deposit all negotiable assets, including cash and securities, with a 
designated German office.. The four bonds involved in ths action were 
among the assets thus deposited, having been owned by Jewish nationals 
of the Netherlands at the time of the German invasion. Two of them 
were thereafter transferred to a German foundation established to col- 
lect liquidated Jewish capital; the German Postal Service for the Oc- 
cupied Netherlands obtained the other two. In the latter part of 1943, 
the deposited securities, including these four bonds, were sold on the 
Paris black market by an agent of the German Government, the pro- 
ceeds being credited to the account of the German Representative with 
The Netherlands Bank. 


The four bonds at issue were subsequently acquired by a Swiss firm 
known as Arbitrium. In October, 1946, this firm had sold some Ameri- 
can corporate securities at a discount to the interpleaded defendant, 
Archimedes, who was then in Switzerland. These securities were sent 
to him at his home in San Francisco, where he disposed of them through 
local brokerage firms. The following January, Arbitrium cabled Ar- 
chimedes, offering to sell him more such securities. He thereupon left 
the United States for Switzerland to complete the purchase, which in- 
cluded the four disputed bonds. A third purchase was made the follow- 
ing month; and, while Archimedes was preparing to make a fourth, he 
was apprehended by United States Government officials and indicted 
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for violating federal foreign fund regulations in connection with these 
transactions. He thereupon deposited the securities still in his control, 
including the four bonds involved here, with the defendant Federal 
Reserve Bank, as required by the Treasury Department’s General Ruling 
No. 5, 5 Fed. Reg. 2159, as amended, 8 CFR 511.205. 

After a trial without a jury the district court held, on the basis of 
these facts, that neither plaintiff nor Archimedes was entitled to the 
bonds at issue. Accordingly, the court ordered the bonds returned to 
defendant’s custody “to await the appearance of proper claimants, or 
other appropriate disposition.” D.C.S.D.N.Y., 99 F. Supp. 655, 670.2 
Both claimants appeal from this judgment insofar as it denies their 
respective rights to the securities. Since plaintiff concedes that it can- 
not prevail if a valid claim is made by a subsequent holder in due course, 
we consider first Archimedes’ asserted right to the bonds. 


I. The Claim of Archimedes 


The district court’s determination against Archimedes was based 
on two alternative grounds. No valid claim to the bonds can be as- 
serted, the court held, because of Archimedes’ violation of freezing con- 
trol legislation and regulations in acquiring them. Being somewhat un- 
certain of this conclusion, however, the court also held that even if the 
freezing orders did not apply, Archimedes was not a holder in due course 
of the securities. We agree with the court on both grounds, each of 
which conclusively disposes of Archimedes’ claim. 

Pursuant to § 5(b) of the Trading with the Enemy Act of 1917, 12 
US.C.A. § 95a, the President on April 10, 1940 signed Executive Order 
No. 8389, 5 Fed.Reg. 1400, reprinted in the note to 12 U.S.C.A. § 95a. 
The pertinent portion of this Order provides: 


“Section 1. All of the following transactions are prohibited, 
except as specifically authorized by the Secretary of the Treasury 
by means of regulations, rulings, instructions, licenses, or otherwise, 
if . . . such transactions involve property in which any foreign 
country designated in this Order, or any national thereof, has at 
any time on or since the effective date of this Order had any interest 
of any nature whatsoever, direct or indirect: 


“E. All transfers, withdrawals or exportations of, or dealings in, 
any evidences of indebtedness or evidences of ownership of property 
by any person within the United States; and 


2 Previously another district judge had upheld the sufficiency of the complaint, primarily 
on the basis of Anderson v. N. V. Transandine Handelmaatschappij, 289 N. Y. 9, 43 
N. E. 2d 502, discussed below. State of the Netherlands v. Federal Reserve Bank of N. Y., 
D. C.S. D. N. Y., 79 Supp. 966. 
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“F. Any transaction for the purpose or which has the effect of 
evading or avoiding the foregoing prohibitons.” 


The Netherlands was included as a “foreign country designated 
in this Order” by Executive Order No. 8405, 5 Fed.Reg. 1677, 12 U.S.C.A. 
§ 95a note. Archimedes’ purchase of the securities here involved 
constituted a “transfer” of “evidences of indebtedness.” This trans- 
action was never licensed or otherwise authorized. The question then 
remaining to be decided was whether the order reached to Archimedes 
under the circumstances, and, if so, whether a violation rendered Ar- 
chimedes’ title to the bonds invalid. 


Before, however, we consider the district court’s chain of reasoning 
in reaching an affirmative result, we will note that since its decision 
we have upheld a Treasury ruling which reaches the same result more 
simply and directly. Treasury Department General Ruling No. 12, 7 
Fed.Reg. 2291, 8 CFR 511.212, provides: “(1) Unless licensed or other- 
wise authorized . .. (b) no transfer after the effective date of the 
Order shall be the basis for the assertion or recognition of any right, 
remedy, power, or privlege with respect to, or interest in, any property 
while in a blocked account (irrespective of whether such property was 
in a blocked account at the time of such transfer).” If this provision 
may operate according to its terms, Archimedes’ purchase falls squarely 
within its purview and thus could not operate to give him any interest 
in the bonds. In Orvis v: McGrath, 2 Cir., 198 F.2d 708, we held the 
Ruling to be within the scope of Executive Order No. 8389, supra, and 
properly authorized by § 5 (b) of the Trading with the Enemy Act. 
But since the Supreme Court has granted certiorari in this case, Orvis 
v. McGranery, 73 S.Ct. 283, we shall also review the grounds on which 
the district court based its decision. 


Unquestionably Archimedes would have violated subsec. E. of the 
Executive Order, had he been in the United States at the time he 
consummated the purchase. Plaintiff and the United States, as amicus 
curiae, urge that Archimedes’ physical presence here was not essential 
for a violation of the order because its application to “any person within 
the United States” should be construed to encompass all persons sub- 
ject to the jurisdiction of the United States. As an American citizen, 
Archimedes would fall into the latter category, no matter where his 
travels led him. See, e. g., Vermilya-Brown Co. v. Connell, 335 US. 
377, 69 S.Ct. 140, 93 L.Ed. 76; Blackmer v. United States, 284 U.S. 421, 
52 S.Ct. 252, 76 L.Ed. 375. But we need not decide this question, since 
subsec. F. foreclosed the possibility of escaping the reach of the Order 
here. It seems to us apparent that Archimedes’ special trip to Switzer- 
land to negotiate this purchase had “the effect of evading or avoiding” 
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the Order’s provisions in violation of subsec. F. if the transfer was not 
proscribed by subsec. E. 


The effect of this violation upon the validity of the title Archimedes 
claims to have acquired by virtue of his purchase raises a more trouble- 
some question. Several Supreme Court decisions have analyzed the 
impact of Executive Order No. 8389, as amended, on claims derived 
from unlicensed transactions. None of these, however, involved deal- 
ings in looted securities. In Propper v. Clark, 337 U.S. 472, 486, 69 
S.Ct. 1333, 1341, 93 L.Ed. 1480, affirming Clark v. Propper, 2 Cir., 169 
F.2d 324, a statutory receiver appointed after the “freeze” date under 
§ 977-b of the N. Y. Civil Practice Act laid claim to royalties owned by 
a New York debtor to an enemy association. The Alien Property Cus- 
todian subsequently issued an order vesting these assets in himself as 
enemy property. Holding the post-freezing appointment of the receiver 
ineffective to transfer title to him, the Court said: “We do not now 
undertake to say whether every determination of rights concerning 
blocked property in unlicensed litigation is voidable. We base our 
determination on the purpose of Congress to prevent shifts in title to 
blocked assets and the prohibition of the Executive Order against trans- 
fers of such a credit as this.” See also Bernstein v. N. V. Nederlandsche- 
Amerikaansche Stoomvaart-Maatschappij, 2 Cir., 173 F.2d 71. 


On the other hand, in Lyon v. Singer, 339 U.S. 841, 842, 70 S.Ct. 
903, 904, 94 L.Ed. 1323, the Supreme Court acceded to the holding 
of the New York Court of Appeals that claims against a statutory bank 
liquidator were entitled to a preference under N. Y. Banking Law, 
McK.Consol.Laws, c. 2, § 606, despite the fact that these claims arose 
from blocked transactions with an enemy corporation. In its opinion 
the Supreme Court noted that “[s]ince the New York court conditioned 
enforcement of the claims upon licensing by the Alien Property Cus- 
todian, federal control over alien property remains undiminished.” The 
Court then proceeded to distinguish its earlier decision in Propper v. 
Clark, supra, as follows: “There the liquidator claimed title to frozen 
assets adversely to the Custodian, and sought to deny the Custodian’s 
paramount power to vest the alien property in the United States. No 
such result follows from the New York court’s judgments in the present 
cases.” 339 U.S. 841, 843, 70 S.Ct. 903, 904, 94 L.Ed. 1323. 


The two cases of Zittman v. McGrath, 341 US. 446, 71 S.Ct. 832, 
95 L.Ed. 1096, and 341 U.S. 471, 71 S.Ct. 846, 95 L.Ed. 1112, also involv- 
ing amended Executive Order No. 8389, and upon which Orvis v. Mc- 
grath, supra, depends, were decided after the district court rendered 
its opinion in the instant case. In the first of these cases the Court held 
that an attachment levy, valid as a matter of state law, remains unim- 
paired when the Alien Property Custodian in effect steps into the enemy 








—_—=_ 
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debtor’s shoes by vesting in himself simply the right, title, and interest 
of the enemy. “This result,” the Court took pains to point out, “in 
no way impairs federal control over alien property, since the petitioners 
admit that they cannot secure payment from the attached frozen funds 
without a license from the Custodian.” 341 U.S. at page 464, 71 S.Ct. 
at page 842, 95 L.Ed. 1096. The second Zittman decision held that 
where the Custodian employed a “turnover directive,” i. e., a res vest- 
ing order, he was entitled to possess himself the blocked funds and to 
administer them. The Court did not, however, pass upon “the effect 
of such substitution of custody upon the attaching creditors’ rights.” 
341 US. at page 473, 71 S.Ct. at page 847, 95 L.Ed. 1112. Presumably 
it will do so in its review of the Orvis case, where we held that a vesting 
order did render an unlicensed attachment ineffective to transfer any 
interest in the blocked property. 


Analysis of these Supreme Court decisions leads us to the conclusion 
that they are clearly reconcilable and imply a simple and logical rule 
of law: an unlicensed transaction will be considered a nullity whenever 
such a result best effectuates the purposes of the federal freezing pro- 
gram. Applying this criterion to the purposes of the Government’s 
program set forth in the first Zittman case, 341 U.S. at pages 453-454, 
71 S.Ct. at page 837, 95 L.Ed. 1096, in quotation from the Government’s 
brief as amicus curiae in Commission for Polish Relief v. Banca Na- 
tionala A Rumaniei, 288 N.Y. 332, 43 N.E.2d 345, we find the first 
purpose, protecting property of persons in occupied countries, directly 
applicable. Also relevant is Point 5 referring to foreign relations in- 
cluding postwar negotiations and settlements, in view of our interna- 
tional commitments to assist in the recovery of looted securities.* On 
the other hand, Point 4, protection of American creditors, does not 
avail Archimedes, since that protection appears designed for such credi- 
tors as were involved in Zittman v. McGrath, supra, rather than pur- 
chasers of looted bonds. Moreover, permitting Archimedes to lay 
claim to these bonds as an American creditor would completely frus- 
trate accomplishment of the first objective, namely, protecting the vic- 
tims of the looting. 


3 Although the Lyon case distinguished Propper v. Clark on the narrower ground that the 
latter involved the Alien Property Custodian, the language and reasoning in both opinions 
suggest that the Court did not intend to hinge the invalidity of post-freezing transactions 
solely on the presence of the Custodian. Moreover, the Lyon and first Zittman decisions 
both emphasize that obtaining a federal license constitutes a condition precedent to en- 
forcement of the claims there asserted; the record here, however, does not even re- 
motely suggest that Archimedes could ever obtain such a license and on the facts before 
us we are confident in assuming that such a possibility is quite illusory. 

4“The policy of restoring enemy looted securities . . . was expressed in the Inter-Allied 
Declaration Regarding Forced Transfers of Property in Enemy-Controlled Territory, of 
January 5, 1943, and in Resolution No. VI of the United Nations Monetary and Financial 
Conference held at Bretton Woods July 1 to 22, 1944, in both of which the United States 
joined.” Dept. of Justice Press Release, Jan. 19, 1951. 
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We hold, therefore, that the rule enunciated by the Supreme Court 
in Propper v. Clark, supra, and the other cited cases compels the con- 
clusion that Archimedes obtained no title through his unlicensed pur- 
chase. 

Since the district court was somewhat uncertain of the effect of 
Lyon v. Singer on the rule of Propper v. Clark, it went on to consider 
Archimedes’ claim without reference to the freezing regulations. It 
held that he failed to demonstrate that he, or a person through whom 
he claims, was a holder in due course under the applicable law of New 
York, the Netherlands, or Switzerland. We agree. The bases for the 
court’s decision on this issue are fully and lucidly set out in its opinion 
and require no elaboration here. Suffice it to say that the evidence 
clearly justified the court’s findings to the effect that Archimedes took 
the bonds with willful ignorance of their origin—if indeed he was not 
less ignorant than he was willing to admit. He could therefore not claim 
title as a holder in due course under N. Y. Negotiable Instruments 
Law § 91, see Manufacturers & Traders Trust Co. v. Sapowitch, 296 
N.Y. 226, 72, N.E.2d 166, or under the appropriate provisions of Dutch 
and Swiss law as found by the district court.® 


II. The Claim of the State of the Netherlands 


The basis upon which plaintiff State of the Netherlands rests its 
claim to the bonds is the Royal Decree A-1 promulgated by its wartime 
government-in-exile. Article I of this decree provides in pertinent part: 


“1. Title to claims against persons, partnerships, companies, 
corporations, firms, institutions and public bodies, which claims 
belong to natural or legal persons domiciled in the Kingdom of 
the Netherlands, . . . in so far as these claims are in any form 
whatsoever capable of being encumbered, pledged, transferred or 
sold or the like, outside the Realm in Europe, is hereby vested in 
the State of the Netherlands, as represented by the Royal Nether- 
lands Government, temporarily resident in London and exercising 
its functions there... . 

ee 
“3. The proprietary rights vested in the State of the Nether- 
lands, by virtue of the provisions of the preceding paragraphs, shall 
only be exercised for the conservation of the rights of the former 
owners.” 





5 A question of at least considerable academic interest is presented by the case, namely, 
as to whether New York law (and precedents) or federal law prevails. The parties have 
assumed throughout that New York rather than federal law is pertinent, despite the fact 
that federal jurisdiction was invoked not on the basis of diversity of citizenship, but un- 
der 12 U. S. C. § 632. We need not, however, decide the question, since the result is the 
same in either case. See Clark, State Law in the Federal Courts: The Brooding Omni- 
presence of Erie v. Tompkins, 55 Yale L. J. 267. 
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The issue before us is whether this decree is effective to permit 
plaintiff to recover the disputed bonds. 

The broad question of the effect of decrees of governments-in-exile 
seems only just beginning to acquire deep significance in our law. There 
is a single American precedent, upholding this decree with respect to 
property located in New York at the time of its enactment and holding 
invalid a subsequent levy of attachment on the property in a suit 
against the original owners. Anderson v. N. V. Transandine Han- 
delmaatschappij, 289 N.Y. 9, 43 N.E.2d 502. The English courts appear 
to have expressed somewhat diverse views as to property located in 
England. Thus a similar Norwegian decree was upheld in Lorentzen 
v. Lydden & Co., [1942] 2 K.B. 202, while this very decree was not 
enforced in Bank voor Handel en Scheepvaart v. Slatford, [1951] 2 All 
E.R. 779 (K.B.). Compare critical comment on this latter case and 
the decision below in 65 Harv.L. Rev. 1463. 


The Anderson case was relied on in the original decision herein 
sustaining the validity of the complaint, D.C.S.D.N.Y., 79 F.Supp. 966, 
although it was held inapplicable by Judge Goddard in his decision, 
D.C.S.D.N.Y., 99 F.Supp. 655. It has been extensively discussed by 
the parties before us and deserves careful consideration. The court 
there said, 289 N.Y. at page 19, 43 N.E.2d 502, 506: 


“There can be no doubt that the decree of May 24, 1940, pro- 
mulgated by the recognized government of the State of the Nether- 
lands is part of the law of a friendly sovereign State of which the 
defendants are subjects and in which the defendants are domiciled, 
and that under such law title to the property described in the decree 
belonging to the nationals and residents of the State of the Nether- 
lands (including the property upon which the sheriff has attempted 
to levy), is vested in the State of the Netherlands. By comity of 
nations, rights based upon the law of a foreign State to intangible 
property, which has a situs in this State, are recognized and en- 
forced by the courts of this State, unless such enforcement would 
offend the public policy of this State.” 

The court then proceeded to find that the Netherlands decree was 
not confiscatory and did not violate the public policy of New York 
State or that of the United States as formulated by the State Depart- 
ment for the court’s benefit. 

We deem the Anderson holding an accurate statement of the law 
we should apply in the present case. It was thoroughly in accord with 
the international policy of our government; and, although the con- 
trary was vigorously urged, it appears to us still a correct exposition 
of our policy. Thus press releases issued by the United States De- 
partment of State on January 19, 1951, and by the Department of 
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Justice on the same day and as recently as October 4, 1951, all recognize 
the right of the Netherlands Government to claim looted securities 
held in the United States. 


The ground upon which the district court held the Anderson rule 
inapplicable was that it concerned securities held in the United States, 
while the bonds here involved were held in the Netherlands at the 
time Decree A-1 was enacted. But this fact is not of decisive signifi- 
cance. The physical location of bonds does not determine their situs 
for all purposes. In Cities Service Co. v. McGrath, 342 U.S. 330, 72 
S.Ct. 334, 336, affirming McGrath v. Cities Service Co., 2 Cir., 189 Fi2d 
744, decided after the decision below, the Supreme Court held that 
debts evidenced by bearer bonds of United States corporations were 
located “within the United States,” thus permitting them to be vested 
under the Trading with the Enemy Act, despite the fact that the 
certificates were outside the United States. Determining the situs of 
the debt by the residence of the debtor, rather than the location of 
the bonds, seems to us quite as appropriate for that aspect of the 
wartime foreign assets problem which is involved here. The Supreme 
Court in the Cities Service case pointed out in words prophetically ap- 
plicable here that employment there of the “fiction” that a bond has 
no existence apart from its certificate would “defeat the recovery of 
American securities looted by conquering forces.” 342 U.S. at page 
333, 72 S.Ct. at page 336. Of course we would endeavor to protect 
the rights of the original Dutch owners or their legitimate assignees to 
ultimate possession of their Nazi-confiscated securities if they were 
left to secure for their own property as best they could. But it seems 
clearly preferable to recognize the claim to protective possession by this 
plaintiff under its obligation to act only for the conservation of the 
rights of the former owners than to force the possibly complicated 
unscrambling of these rights upon American courts. See 100 U. of Pa.L. 
Rev. 764, 767, in criticism of the decision below on this point. 


Again, it may be conceded that a traditional and widely held view 
places the situs of a debt at the locus of the certificate evidencing it. But 
as Judge L. Hand aptly noted in his opinion in the Cities Service case 
in 189 F. 2d at pages 746, 747, this doctrine has already lost much of its 
early vigor. It may still find utility in many connections. But as ap- 
plied to the problems occasioned by the looting of securities by a con- 
quering power, we believe the domicile of the corporate debtor is a much 
more significant point of contact than the location of the bond instru- 
ment. See 50 Mich. L. Rev. 1057, 1066. 


The Netherlands decree should be given effect, however, even if the 
situs of these bonds were deemed inseparable from the certificates. The 
district court based its decision to the contrary on the theory that inter- 
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national law bars recognition of such an enactment by an absent sover- 
eign over property located within its occupied territory. The traditional 
sources of international law—treaties, precedent, custom, and commen- 
tary—are somewhat meager and not completely decisive on this issue. 
But modern authority as we view it points to the enforceability of this 
decree under international law. 


The nineteenth century American view that military conquest com- 
pletely displaced the sovereignty of the prior possessor, see, e. g., United 
States v. Rice, 4 Wheat. 246, 17 U. S. 246, 254, 4 L. Ed. 562; Fleming v. 
Page, 9 How. 603, 50 U. S. 603, 612, 13 L. Ed. 276, was substantially 
modified by the Regulations respecting the Laws and Customs of War 
on Land, ratified by the United States as an annex to the Fourth Hague 
Convention of 1907, 36 Stat. 2277, 2295. Since the adoption of these 
Regulations it is generally agreed that the occupant does not succeed to 
sovereignty over the occupied territory, but has only limited administra- 
tive authority. 6 Hackworth, Digest of International Law 385-6; Oppen- 
heimer, Governments and Authorities in Exile, 36 Am. J. Int'l L. 568, 
571. Article 43 of the Regulations specifies that authority as follows: 
“The authority of the legitimate power having in fact passed into the 
hands of the occupant, the latter shall take all the measures in his power 
to restore, and ensure, as far as possible, public order and safety, while 
respecting, unless absolutely prevented, the laws in force in the 
country.” The word “safety” in this article is not a literal trans- 
lation of “a vie publique,” the expression used in the original 
French version, and a somewhat broader concept may have been in- 
tended. Schwenk, Legislative Power of the Military Occupant under 
Article 43, Hague Regulations, 54 Yale L. J. 393; the author of this ar- 
ticle suggests that “civil life’ would more accurately reflect the intent 
of the draftsmen. Id. at 393, n. 1. Be that as it may, the occupant’s 
legitimate legislative authority is limited to necessary administrative 
measures, see Aboitiz & Co. v. Price, D. C. Utah, 99 F. Supp. 602, and 
is circumscribed by various other provisions in the Regulations, of which 
the prohibition against confiscation of private property is the most di- 
rectly relevant here. See Comment, The Law of Belligerent Occupation 
in the American Courts, 50 Mich. L. Rev. 1066, 1071; Note, 65 Harv. 
L. Rev. 527. 

While it is clear that the preoccupation laws outside the legitimate 
scope of the occupant’s control remain in force, Hague Regulations, Art. 
43; Schwenk, supra at 406, the effectiveness of the absent sovereign’s new 
legislation is not quite as certain. The Hague Regulations do not ex- 
plicitly deal with this problem. Several foreign courts have, however, 
considered the issue; and, so far as we have been able to find, only those 
of Greece have refused to give effect to enactments of the legitimate 
sovereign applying to the occupied territory. See Occupation of Cavalla, 
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Greece: Court of Thrace (1930), Annual Digest 1929-30, No. 292. All 
the others recognize the validity of such legislation, e.g., Agrocide v. 
Arsocid, Holland: Court of Appeal, The Hague (1946), Annual Digest 
1947, No. 142; Public Prosecutor v. Reidar Haaland, Norway: Supreme 
Court, Appellate Division (1945), Annual Digest 1943-45, No. 154; Re 
Hoogeveen et al., Belgium: Court of Cassation (1944), Annual Digest 
1943-45, No. 148; Stasiuk and Jagnycz v. Klewec, Poland: Supreme 
Court, Third Division (1927), Annual Digest 1927-28, No. 380; De 
Nimal v. De Nimal, Belgium: Court of Appeal of Brussels (1919), An- 
nual Digest 1919-22, No. 311. Pitted against the array of precedent 
cited, the Cavalla case does not seem to us to merit the reliance the 
district court placed upon it. 


In support of its decision, the court below also pointed to a dictum 
in the De Nimal case to the effect that hostile measures aimed at com- 
bating the occupant and hampering his rule would not apply to occupied 
territory. Such a limitation appears quite reasonable, indeed essential; 
but rather than suggesting the ineffectiveness of the Netherlands decree, 
it supports our contrary conclusion. Obviously, absentee legislation in- 
tended to interfere with the occupant’s legitimate rule should not be 
given effect. Otherwise the authority vested in the occupying power by 
Article 43 of the Hague Regulations would become nugatory. Mere hos- 
tility to the occupant should not, however, invalidate the absent sover- 
eign’s enactments. To have such an effect the hostile legislation must 
be directed against those aspects of governmental control which inter- 
national law vests in the occupant. In short, the legitimate sovereign 
should be entitled to legislate over occupied territory insofar as such en- 
actments do not conflict with the legitimate rule of the occupying power. 
This view is suggested by at least one prominent commentator on inter- 
national law, who writes: “Principle seems to demand that, assuming 
the new law to fall within the category of that large portion of national 
law which persists during the occupation and which the enemy occupant 
cannot lawfully change or annul, it ought to operate in occupied terri- 
tory.” McNair, Municipal Effects of Belligerent Occupation, 57 L. Q. 
Rev. 33, 73; see also McNair, Legal Effects of War 382-3 (3d Ed. 1948). 
Somewhat similar is the position taken by Feilchenfeld in The Interna- 
tional Economic Law of Belligerent Occupation 135 (1942), except that 
he would recognize absentee legislation in those fields not actually pre- 
empted by the occupant rather than those within his legal authority: 
“Nevertheless, one would go too far in assuming, as has been done by 
various authorities, that an absent sovereign is absolutely precluded from 
legislating for occupied areas. The sovereignty of the absent sovereign 
over the region remains in existence and, from a more practical point of 
view, the occupant may and should have no objection to timely altera- 
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tions of existing laws by the old sovereign in those fields which the occu- 
pant has not seen fit to subject to his own legislative power.” 

It has been pointed out, moreover, that refusal to recognize any new 
legislation by the displaced sovereign, while limiting the occupant’s rule 
to the authority granted in Article 43 of the Hague Regulations, may well 
result in a hiatus of legislative control in fields inadequately covered by 
pre-existing enactments. Stein, Application of the Law of the Absent 
Sovereign in Territory under Belligerent Occupation: The Schio Mas- 
sacre, 46 Mich. L. Rev. 341, 362. This author offers the rather utopian 
suggestion that the occupant’s recognition of legislation by the absent 
sovereign in this no man’s land would provide one possible solution. 
Stein also notes the “modern tendencies in the British and American 
doctrine which require the occupant to give the widest possible applica- 
tion in occupied territory, within the limits of his legitimate military 
interests, to ‘absent’ sovereign’s [sic] ‘new’ laws.” Id. at 370. Thus it is 
apparent that the commentators do not view international law as pre- 
cluding all recognition of absentee decrees; and our own interpretation 
reconciles the Hague restrictions on the occupant with the need for con- 
tinuous legislation in all fields of government control. 


In view of the vagueness of Article 43, it may occasionally be difficult 
in a particular case to determine where the occupant’s authority ends 
and that of the absent sovereign begins. But that determination is 
greatly simplified here by Article 46 of the Hague Regulations, prohibit- 
ing confiscation of private property by the occupant. Decree A-1 was 
aimed directly at preventing or at least discouraging such illegal seizure; 
hence, while unquestionably a “hostile” measure, it merely implemented 
a restriction upon the occupant, rather than interfered with his legiti- 
mate rule. See Stein, United States: Recovery of Property Confiscated 
by Enemy Occupant, 1 Am. J. Comp. L. 261, 266. The fact that this 
decree put purchasers of foreign securities on notice to exercise greater 
care in ascertaining their vendor’s title than is ordinarily required does 
not seem to us a sufficient interference with the occupied nation’s eco- 
nomic life to render the measure invalid. Nor should we deny enforce- 
ment simply because the decree was not so successful in accomplishing 
its purpose of preventing enemy looting as its authors may have wished; 
such enactments would become all the less effective in the future if we 
were to refuse recognition here. Since Decree A-1 does not conflict with 
any legitimate legislation or regulation of the occupant or with our own 
public policy, we see no reason why it should not be given effect in the 
present case. See 65 Harv. L. Rev. 1463, 1464. This conclusion receives 
further support from the fact that, so far as appears, the claim of the 
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Netherlands does not compete with any valid rights of United States 
residents. 


We may add that the conclusion to which we find ourselves impelled 
by current doctrines of international law seems to us more necessary 
and appropriate to the world to which we have come than the mid- 
nineteenth century view followed below. 


The judgment is accordingly affirmed as to Archimedes, but is re- 
versed as to the State of the Netherlands; and the district court is di- 
rected to enter judgment for the State of the Netherlands. 





Chattel Mortgage Recorded by Bank in 
Kansas Creates Lien Superior to Title 
Of Innocent Purchaser in Arkansas 


Weav_r and his wife who were residents of Kansas bought 
a car in that state. The purchase was financed by a loan from 
the Chetopa State Bank which was also in Kansas. The chattel 
mortgage given to secure the loan was recorded as prescribed 
by Kansas statute. Later the Weavers secretly drove to Ar- 
kansas and sold the car without telling the buyer about the 
Kansas lien. The buyer resold the car to defendant who also 
had no knowledge of the out of state lien. When the Bank 
brought suit to perfect its lien, an Arkansas court ruled in 
favor of the Bank. Even though notice of the Bank’s mort- 
gage was never put on the public records of Arkansas, that 
state gives full effect to a lien which is valid and enforceable 
in another state. Chetopa State Bank v. Manes et al., Supreme 
Court of Arkansas, 255 S.W.2d 957. The opinion of the court 
is as follows: 


McFADDEN, J.—Appellant, Chetopa State Bank, of Chetopa, 
Kansas (hereinafter called “Bank’’) filed this action in replevin to re- 
possess a Chevrolet Coupe from appellee, Manes.! From a Jury verdict 
and judgment for Manes, the Bank prosecutes this appeal. 


1M. M. Weaver and Wanda Weaver were made defendants and summoned constructively. 
Their whereabouts are unknown and their connection with the case appears in this opinion. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §886. 
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On April 3, 1950, M. M. Weaver and Wanda Weaver, his wife, were 
residents of Chetopa, Kansas. They obtained a loan from the Bank 
for $743.50, secured by a chattel mortgage on the Chevrolet Coupe here 
involved. The mortgage was duly filed and recorded in the County 
Clerk’s Office, as required by the Kansas law.? The latter part of April 
or early May, 1950, the Weavers secretly drove away from Kansas in 
the Chevrolet Coupe, and did not return. In late May, 1950, the 
Weavers were in Arkansas, and sold the Chevrolet Coupe to Frank 
Carder, an automobile dealer in Searcy, Arkansas, and exhibited and 
surrendered to him a Kansas Certificate of Title to the car, showing no 
lien claim of any kind.’ 

Carder sold the Chevrolet Coupe to Barger, who had the car regis- 
tered under the Arkansas Title Certificate Law, Act 142 of 1949, and 
obtained an Arkansas Title Certificate which showed no liens on the 
car. Barger then sold the Chevrolet Coupe to the appellee, Manes, who 
had the title transferred to himself and holds an Arkansas Title Certif- 
icate, dated July 20, 1951, showing a clear title. 


As aforesaid, the Circuit Court trial resulted in a Jury verdict for 
Manes, because the Trial Court, over the Bank’s general and specific 
objections and exceptions, instructed the Jury: 


“. . . You are further instructed that the law of the State of 
Arkansas provides that one who holds a lien against an automobile 
in the form of a vendors lien or chattel mortgage or conditional sales 
contract or other lien shall file and register such lien with the State 
Revenue Department of the State of Arkansas, and that if and when 
such lien holder does file his evidence of his lien or claim against the 
automobile with the Revenue Department from that time on, notice 
to everybody that such lien exists, and the law further provides that 
if such lien or claim is not filed with the State Revenue Department 
that it is not notice to third persons dealing with reference to such 
automobile. So, gentlemen, if you find from a preponderance of the 
evidence in this case that the plaintiff does hold a valid unpaid 
chattel mortgage against this automobile and that there is an unpaid 
balance of some amount on said indebtedness then you will find for 


2 Sec. 58-301 et seq. of the General Statutes of Kansas of 1949. 


3 The Kansas Statute on Certificate of Title of Automobiles is Sec. 8-135 of the General 
Statutes of Kansas of 1949. In studying this case we have examined the following cases 
from Kansas. Sorensen v. Pagenkopf, 151 Kan. 913, 101 P.2d 928; Hess-Harrington v. 
State Exchange Bank, 155 Kan. 118, 122 P.2d 739; Citizens State Bank v. Farmers 
Union, 165 Kan. 96, 193 P.2d 636; General Motors Acceptance Corp. v. Davis, 169 
Kan. 220, 218 P.2d 181, 18 A.L.R.2d 808; Peabody State Bank v. Hedinger, 170 Kan. 237, 
224 P.2d 1014; Rauh v. Dumler, 170 Kan. 698, 228 P.2d 694; see also Case Note on 
p. 273 of Feb. 1951 issue of the Journal of the Bar Association of Kansas. Our opinion 
herein is predicated on the statement contained in the appellant’s brief, and uncon- 
tradicted by the appellee, to the effect that the recording of the mortgage in Kansas fully 
established the Bank’s lien, and that the Bank was not required to have the Title Certif- 
icate show the existence of the chattel mortgage. 
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the plaintiff for the possession of said automobile or for the balance 
due on the indebtedness unless you further find from a preponder- 
ance of the evidence that the plaintiff has not and did not file evi- 
dence of his claim or lien with the Revenue Department of the State 
of Arkansas. In the event you find from a preponderance of the 
evidence the plaintiff did not file evidence of its indebtedness with 
the State Revenue Department and that this automobile was pur- 
chased by the defendant without such evidence having been filed 
with the Revenue Department by the plaintiff, then you will find 
that the defendant was an innocent purchaser of the automobile and 
that the lien of plaintiff is not binding wpon him.” 

We have italicized the concluding portion of the Instruction to call 
attention to the fact that it was in effect a peremptory instruction for 
the defendant, since there was no claim that the Bank had ever filed 
evidence of its Certificate of Indebtedness with the Revenue Depart- 
ment of Arkansas. 

It is asserted by Plaintiff and not denied by Defendant that the filing 
of the mortgage in Kansas perfected the Bank’s lien, and that the 
Bank’s mortgage was good in Kansas, even against an innocent pur- 
chaser. We held in Nelson v. Forbes & Sons, 164 Ark. 460, 261 S.W. 910, 
and reaffirmed in Hinton v. Bond Discount Co., 214 Ark. 718, 218 S.W.2d 
75,4 that “a chattel mortgage, executed and valid in another State, and 
properly recorded there, will be enforced in Arkansas on removal to this 
State, even against an innocent purchaser.” So the Bank in the case 
at bar contends that it is entitled to recover the car against Manes. 


But Manes relies on Act 142 of 1949, which is the Arkansas Uniform 
Motor-Vehicle Administration, Certificate of Title and Antitheft Act, 
and claims that such Act became effective after Hinton v. Bond Dis- 
count Co., supra, and changed the rule of law stated in that case. Manes 
claims that the provisions of Act 142 of 1949 are mandatory; that the 
Bank was required to have the foreign vehicle registered in this State 
to perfect its lien; and that Manes is entitled to prevail because he 
purchased the car in reliance on an Arkansas Title Certificate which 
showed no lien. 

We are thus brought squarely to the question, whether a prior lien 
on a motor vehicle good in the State where the parties lived and the 
transaction occurred, is superior to an after acquired title when the 
car is brought into Arkansas and a Title Certificate obtained from the 
Revenue Department of this State which shows no lien. We have never 
decided the precise question, since Act 142 of 1949 is a comparatively 


4 Another case in which lex loci contractus was applied is that of Pruitt Truck & Im- 
plement Co. v. Ferguson, 216 Ark. 848, 227 S.W.2d 944, 945. We there said: “The 
Arkansas law of Conflict of Laws necessarily recognizes the validity of foreign-created 
titles in chattels brought into this state, and under our law not even a sale to a bona fide 
purchaser here will cut off such a prior legal title.” 
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recent statute, but Courts of other States have decided cases involving 
somewhat similar questions; and there is a diversity of holdings.® 


The leading case on one side is that from the Supreme Court of 
Florida in Lee v. Bank of Georgia, 159 Fla. 481, 32 So.2d 7, 13 A.L.R.2d 
1306, in which it was held that a prior mortgage duly recorded in 
Georgia, and covering an automobile, was inferior to the after acquired 
title in Florida, when the purchaser relied on a title certificate issued 
by the Florida Motor Vehicle Commission. 

The leading cases on the other side are from Arizona, Ohio, and North 
Carolina. The Supreme Court of Arizona, in Ragner v. General Motors 
Acceptance Corp., 66 Ariz. 157, 185 P.2d 525, held that a prior chattel 
mortgage on an automobile, duly recorded in Texas and Louisiana, was 
superior to a title subsequently acquired in Arizona, in reliance on a 
title certificate issued by the Arizona Highway Department and showing 
no liens. The Court of Appeals of Ohio, in Associates Discounts Corp. 
v. Colonial Finance Co., 88 Ohio App. 205, 98 N.E.2d 848, reached the 
same conclusion on the law as did the Arizona Court. A result in accord 
with the Arizona holding was also reached by the Supreme Court of 
North Carolina in the case of Friendly Finance Corp. v. Quinn, 232 
N.C. 407, 61 S.E.2d 192. Likewise, a result in accordance with the 
Arizona holding was reached by the California Court of Appeals in Atha 
v. Bockius, Cal.App., 232 P.2d 312.6 

We feel constrained to follow the holdings from Arizona, Ohio, and 
North Carolina, as previously mentioned, and the references to those 
cases dispense with reiterating all the reasons for our holding. It is 
clear that the purpose of our Certificate of Title Act, Act 142 of 1949, 
was to protect the owners of automobiles against fraud. If evidence of 
title has been procured through fraud and deception, the title of the 
subsequent innocent holder for value, which arose therefrom, can have 
no greater solemnity than the source from which it sprang. If Instruc- 
tion No. 1, as given by the Court in this case, should be declared to 
be the law, then the purpose of Act 142 of 1949 would not be to protect 
the owner of the automobile against fraud, but to allow a title certificate 
to have the effect of a negotiable instrument.?' The very purpose of said 
Act 142 would be overridden and it would protect a title acquired through 
misrepresentation and fraud, and leave the rightful owner empty 
handed.§ 


5 In 13 A.L.R.2d 1338, there is an Annotation entitled: “Effect of local statute requiring 
filing or recordation of lien on automobiles; certificates of title acts”; and other cases 
are collected in the said Annotation. 

6 Even though there was an issue of subrogation in the California case which led to a 
remanding of the cause, nevertheless the holding on the priority of the earlier out-of-state 
lien was in accord with the Arizona holding. 

TIn Blaylock v. Herrington, 219 Ark. 939, 245 S.W.2d 576, we held that a title cer- 
tificate was not a negotiable instrument. 


8 We have borrowed language from the Ohio Court in making the above statements. 
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Accordingly, we hold that Manes’ title certificate issued by the State 
of Arkansas was not in itself sufficient to overcome the Kansas mortgage 
relied on by the appellant Bank; and the Instruction given by the Trial 
Court and previously copied was erroneous; and for that reason the 
judgment is reversed and the cause is remanded. 

In view of the possibility of another trial, we think it only fair to 
state further facts reflected by the record so that our holding here will 
not foreclose other issues that were in the case. The facts showed that 
when Weaver and wife obtained the $743.50 from the Bank, they mort- 
gaged not only the Chevrolet Coupe here involved, but also a Chevrolet 
pick-up truck; and that the Bank repossessed the mortgaged truck, 
sold it, and applied the proceeds on the Bank’s note and thereby reduced 
the balance to $71.50; that Carder contacted the Bank and was advised 
that the balance due on the Chevrolet Coupe was only $71.50; that 
Carder did not pay this amount, since he relied on the Kansas Title 
Certificate which Weaver had, showing no lien; that later the Bank 
admitted that another party had a mortgage on the pick-up truck 
claimed to be superior to the Bank’s mortgage; that the Bank paid $400 
to satisfy such outstanding mortgage on the pick-up truck, and added 
the $400 and interest to the $71.50 balance, which had been previously 
quoted to Carder; and the Bank delayed some time before filing the 
replevin suit and then claimed a lien on the Chevrolet Coupe for an 
amount in excess of $471.50. Thus, besides the question of the Arkansas 
Title Certificate herein decided, there are other questions in this case; 
i. e., (a) whether the Bank acted with due diligence and is entitled 
to full relief; or (b) should be estopped to claim more than the $71.50 
which it represented to Carder; or (c) should be estopped for failure 
to hold the Kansas Title Certificate, rather than trust it to the Weavers. 
The effect of these facts and others is not decided in this opinion, as it is 
confined to the error of the Court in giving the Instruction previously 
copied. 

Reversed and remanded. 

GRIFFIN SMITH, C. J., not participating. 





Delay in Payment Where Demand Made 
After Banking Hours 


A buyer and a seller entered into an agreement for the 
sale of a quantity of hog bristles, payment to be made “within 
10 days upon presentation of two (2) copies of Bills of Lad- 
ing.... At 3:30 p. m. on the last day for performance, 








THE BANKING LAW JOURNAL 401 


during business hours but after banking hours, the seller’s 
messenger arrived at the buyer’s office with the required docu- 
ments and demanded payment. ‘The buyer stated that the 
banks were closed and that he could not therefore pay cash 
but that he would remit to the seller four days later, the next 
banking day. 

The court ruled that the buyer was not in breach of con- 
tract since demand for payment must be at a reasonable hour 
and it was for the jury to determine whether a demand during 
business hours but after banking hours was a reasonable hour. 
John Manners & Co. v. Hirshenhorn & Sons, New York Su- 
preme Court, Ist Dept. 116 N.Y.S.2d 582. 





Maker of Note Not Liable for Usurious 
Interest Even to a Holder in 
Due Course 


Goss on Ross, Tradin’ Hoss was a second hand car dealer 
in Dallas, Texas. His salesman sold a car to plaintiff who 
made a down payment and signed certain blank documents 
which the dealer was to complete. One of the documents was 
a note which the dealer filled out with a figure some $185 more 
than the agreed price of the car. The note was discounted to 
National Bond & Investment Company which claimed it was 
a holder in due course. Plaintiff sued the Bond company to 
have interest on the note cancelled on grounds of usury. The 
court ruled in favor of plaintiff. Since this was usurious in- 
terest the note was void in regard to the interest which could 
not be collected even by a holder in due course. National Bond 
& Investment Company v. Atkinson, Court of Civil Appeals 
of Texas, 254 S.W.2d 885. The opinion of the court is as 
follows: 


LUMPKIN, J.—This is a usury case. On October 8, 1951, the 
appellee, Earl G. Atkinson, purchased a second-hand automobile from a 


NOTE—For similar decisions see B. L. J Digest (Fifth Edition) §1579. 
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Dallas second-hand car dealer known as “Goss on Ross, Tradin’ Hoss.” 
In the course of the transaction, the appellee executed his note for the 
principal sum of $868.50, payable to the dealer. It was later discounted 
by Goss on Ross to the appellant, National Bond & Investment Com- 
pany. This action was brought by the appellee against the appellant 
for the cancellation of the note, mortgage and other instruments which 
were executed in connection with the sale of the automobile. The 
appellee also asked that the court order the appellant to turn over to 
him the certificate of title to the car. , 

At the time of the purchase the appellee and one C. L. Graves, 
salesman for Goss on Ross, executed a statement of transactions, which 
was made in connection with and as part of a contract of conditional 
sale entered into between the appellee and the car dealer. The state- 
ment of transactions provides in part as follows. 


“Selling Price of Vehicle $895.00 
Purchaser’s 1% Tax 9.85 
Title, Transfer and Notary Fees 2.00 
Bona Fide Cash Delivered Price $906.85 
Down Payment—Cash 304.00 
Unpaid Cash Balance $602.85 
Time Price Differential Incl. Ins. Premiums for 265.65 
Contract Balance $868.50” 


The instrument further provides for the payment of 18 monthly in- 
stallments of $48.25 each, beginning on November 10, 1951. 


The appellee alleged—and later proved—that Graves had told him 
that the price of the car was $895; that he and his wife agreed to pay 
$304 in cash and the balance within a few days; that at Graves’ instiga- 
tion, appellee signed some blank forms which were to be filled out later, 
among them the statement of transactions and a note. Later, when 
he received a certificate of insurance through the mail, he found that it 
named the appellant, National Bond & Investment Company, as the 
loss payee; this was the first he knew that Graves was representing the 
appellant in making out the papers. The appellee pleaded that he was 
advised by the appellant that the insurance premium was $79.20; and 
that $186.45 was for interest and carrying charges. He also pleaded 
that the statement of transactions shows on its face that the sum of 
$186.45 was charged the appellee as interest or carrying charges on an 
installment contract to run 18 months; that this amount exceeds 10% 
per annum, the lawful rate of interest; that the contract and note are 
usurious—a fact which was known to the appellant and its agents when 
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the note was purchased. The appellee pleaded that on November 15, 
1951, he had tendered the appellant the amount of $697.05—the unpaid 
balance of $602.85, plus the insurance premium of $79.20, plus a reason- 
able interest of $15—but that the appellant refused to accept this amount 
and demanded payment of the full amount. 

As a defense the appellant pleaded that it held the note as an inno- 
cent purchaser for value in due course, before maturity and without 
notice of any defect; that the appellee had purchased the automobile 
at a credit or time price rather than at a cash price. In a cross-action, 
the appellant sought to foreclose its lien and recover the full amount of 
the note. 

After a trial before the County Court of Dallas County without a 
jury, a judgment was rendered cancelling the note and chattel mortgage 
in so far as they provided for the recovery of the sum of $186.45, this 
being a sum in excess of the maximum rate of interest allowed by law. 
The court ordered that the tendered sum of $697.05 be paid to the ap- 
pellant and that the appellant release to the appellee the certificate of 
title to the automobile, free and clear of the lien theretofore claimed 
by it. From this judgment, the appellant perfected its appeal to the Fifth 
Court of Civil Appeals, whence the appeal was transferred to this court 
by order of the Supreme Court of Texas. 

The first question we must determine is whether the $186.45 repre- 
sents the difference between-a cash selling price or a time selling price or 
whether this amount was demanded as interest on the deferred balance 
of the purchase price. The courts of this state have recognized that a 
seller may have a cash price for his commodities, that he may have a 
different and higher time credit price for the same commodity, and that 
this difference in prices does not constitute interest for the forbearance, 
use or detention of money or credit. Article 5074a, Vernon’s Annotated 
Civil Statutes; Standard Supply & Hardware Co., Inc. v. Christian- 
Carpenter Drilling Co., Tex. Civ. App., 183 S.W.2d 657, writ ref.; Asso- 
ciates Inv. Co. v. Thomas, Tex. Civ. App., 210 S.W.2d 413. 

In this case the appellee testified that Graves had told him the price 
of the car was $895, that nothing had been said about a time credit price 
or the financing of the car, that he had made a down payment of $304, 
and that he had paid the State tax $9.85 and an insurance premium 
of $79.20. He said that he had signed the statement of transactions and 
the note, neither of which had been filled out. Graves admitted he had 
sold the appellee the car for $895—the only price he had named. He 
also said that the “Time Price Differential” on the statement of transac- 
tions in the amount of $265.65 was a charge for insurance and carrying 
charges. He said that he had filled in these figures; that the printed form 
notes had been supplied by the appellant; and that he had arrived at the 
figure of $186.45 from a rate schedule book or chart furnished by the 
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appellant; and that this figure, plus the unpaid balance, $602.85, plus 
the insurance premium, $79.20, amounts to $868.50, the amount of the 
note. Mr. Joe Lewis, appellant’s president, stated that it was customary 
for loan companies to furnish printed forms of contracts and notes to 
automobile dealers with charts showing how much should be added to 
the sales price when a note was to be given for a deferred balance of the 
sales price of the car. 


The trial court found the amount of $186.45 to be usurious. On ap- 
peal express findings and findings implied from the nature of the judg- 
ment rendered will not be disturbed where there is some evidence to 
support them. In our opinion the evidence supports the conclusion that 
Goss on Ross sold the automobile to the appellee for $895, that the un- 
paid balance was $602.85 and that, in accordance with the terms of the 
conditional sale contract, the appellee was to be charged for “Time Price 
Differential Incl. Ins. Premiums for $265.65.’ Of this sum, $79.20 is ad- 
mittedly for insurance and the remainder, $186.45 is obviously for usuri- 
ous interest despite the fact that it is not designated as interest in the 
statement of transactions or in the note. In the case of Associates Inv. 
Co. v. Thomas, Tex. Civ. App., 210 S. W. 2d 413, 416, the court said: 


“Parties often undertake to conceal usury by writing a con- 
tract differing from the real agreement of the parties, but the 
courts will inquire to ascertain the actual agreement, and will de- 
clare the agreement usurious if it requires the payment of usurious 
interest, even if it is given another name in the contract.” 


Associates Inv. Co. v. Ligon, Tex. Civ. App., 209 S.W.2d 218; Associ- 
ates Inv. Co. v. Hill, Tex. Civ. App., 221 S.W. 2d 365; G. F. C. Corpora- 
tion v. Williams, Tex. Civ. App., 231, S.W.2d 565; Associates Inv. Co. v. 
Sosa, Tex. Civ. App., 241 S. W. 2d 703. 


The appellant contends that it is an innocent purchaser of the note 
and, therefore, is entitled to recover the full amount, even though it 
was usurious in the hands of the original payee. We cannot agree with 
this argument for an all sufficient reason. Article 5071, Vernon’s Anno- 
tated Civil Statutes, provides that all written contracts for a greater 
rate of interest than 10% per annum shall be void and of no effect for 
the amount of the interest only. Since usurious interest in the hands 
of the original payee is void, it logically follows that it continues to be 
usurious and void even if the note is in the hands of a bona fide holder. 
Washer v. Smyer, 109 Tex. 398, 211 S. W. 985, 4 A. L. R. 1320. The 
rule is thus stated in 42 Tex. Jur., 1000: 


“Under the English rule and the Spanish law, by which a con- 
tract to secure the payment of usury is absolutley void, a note 
given for a usurious consideration is void in the hands of an inno- 
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cent indorsee for a valuable consideration. In Texas also a usuri- 
ous contract gathers no vitality by its circulation, and is void as 
to interest in the hands of an innocent holder. It is now settled 
that there can be no innocent purchaser of a usurious note, either 
before or after maturity, and it is immaterial that there is nothing 
on the face of the note or the security to put the transferee on 
notice.” 


Therefore the sale of the note and endorsement to appellant before 
maturity by the car dealer would not relieve the note of usury in the 
hands of the appellant. Trinity Fire Ins. Co. v. Kerrville Hotel Co., 
129 Tex. 310, 103 S. W. 2d 121, 110 A. L. R. 442; Associates Inv. Co. v. 
Hill, supra. 

The appellant contends the trial court erred in permitting the ap- 
pellee to introduce the statement of transactions (a memorandum of 
the conditional sales contract entered into between the appellee and 
Goss on Ross) ; in permitting the appellee to vary the terms of this in- 
strument and the note by parol evidence without pleading fraud, acci- 
dent or mistake; and in allowing third persons to testify to the circum- 
stances surrounding the sale of the car, a transaction in which the ap- 
pellant was not a party. The appellee did plead that the car sales trans- 
action was fraudulent. However, in our opinion, the evidence objected 
to was admissible for the reason stated in the case of State v. Abbott 
Loan Service, Tex. Civ. App., 195 S. W. 2d 416, 419: 


“Tt is a well established rule in this state that, in usury cases 
as in other cases involving fraud, subterfuge and evasion of the 
law, that the law is liberal in allowing inquiry into the real truth 
of the transactions involved since the best evidence of the trans- 
action is in the exclusive possession of the accused and not readily 
available to the complaining party. This rule was announced in 
the early case of Peightal v. Cotton States Building Company, 
25 Tex. Civ. App. 390, 61 S. W. 428, 431, in which it is held... 
‘that any evidence surrounding and so connected with a transac- 
tion as will throw light upon it, and disclose, or tend reasonably 
to show, its true character, is admissible upon the issue of usury, 
although the contract is in writing, and appears upon its face fair 
and legal.’ ” 


In ascertaining the intention of the parties to make a usurious loan, 
a court may look beyond a written contract; the intent may be disclosed 
by parol evidence. Griffith v. Gadberry, Tex. Civ. App., 182 S. W. 
2d 739. 


For the reasons given above, we overrule all of the appellant’s points 
of error and affirm the judgment of the trial court. 
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Debt for Falsely Induced Loan Not 
Discharged by Bankruptcy 
Proceedings 


Section 17 of the Bankruptcy Act provides that a discharge 
in bankruptcy will release the bankrupt party from all his 
provable debts except “liabilities for obtaining money or 
property by false pretenses or false representations...” Re- 
lying on this statute the Ohio Finance Company sued de- 
fendant on a promissory note. Defendant claimed that his 
debts were relieved by his discharge in bankruptcy. The court 
held in favor of the finance company. It was proved that de- 
fendant had-not disclosed all his debts when applying for a 
loan and that the finance company had made the loan and ac- 
cepted the note in reliance on defendant’s false representations. 

There is scarcely a debtor alive who will not chisel just a 
little bit when asked to list his liabilities. Thus under liberal 
extensions of the rule of the present case bankers as well as 
finance companies obtain for themselves a non-dischargeable 
claim when a financial statement is required of the borrower 
at the time of the original loan application and of any extension 
thereof. Ohio Finance Co. v. Greathouse, Court of Appeals 
of Ohio, 110 N.E. 2d 805. The opinion of the court is as 
follows: 


NICHOLS, J.—In this action instituted in the Municipal Court of 
the City of Youngstown, Ohio, the plaintiff, The Ohio Finance Com- 
pany, alleged a cause of action against defendant on a promissory note. 
The defendant, Leonard Greathouse, pleaded his discharge in bank- 
ruptecy. The plaintiff replied that the debt for which the note had been 
given was created by the defendant’s false pretenses and misrepresenta- 
tions constituting fraud. Judgment was rendered for plaintiff; defendant 
prosecutes this appeal on questions of law. 


The following questions material to a decision on this appeal are: 


1. Did the discharge in bankruptcy relieve the defendant from lia- 
bility on the note set up in plaintiff’s Statement of Claim, the execution 
of the note by defendant being admitted, his discharge in bankruptcy 
having been shown, wherein he listed this debt and gave notice to the 
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plaintiff, who made no objection to the discharge in the Bankruptcy 
Court? 


2. Did plaintiff misconceive its remedy and by filing its action on 
contract instead of tort, thereby preclude itself from pleading defendant’s 
tort by way of reply to defendant’s answer setting up the discharge in 
bankrupty? 


3. Could plaintiff attack in the Municipal Court the bankruptcy 
discharge, or was it required to seck relief in the Bankruptcy Court to 
set aside such discharge on the ground of the alleged false pretenses and 
misrepresentations of defendant? 


We are of the opinion that the answers to all these questions are no 
longer debatable in view of the express provisions of the Bankruptcy 
Act and the several decisions of this court, in which we follow the great 
weight of authority throughout the United States. All these questions 
must be answered favorably to the plaintiff-appellee. 

Section 17 of the Bankruptcy Act, Title 11, Bankruptcy, Section 35, 
U.S. C. A., provides: 

“A discharge in bankruptcy shall release a bankrupt from all 

of his provable debts, whether allowable in full or in part, except 

such as ... are liabilities for obtaining money or property by 

false pretenses or false representations. .. .” 


Section 32, Title 11, Bankruptcy, U.S. C. A., provides: 


(c) “The court shall grant the discharge unless satisfied that 
the bankrupt has ... (3) obtained money or property on credit, 
or obtained an extension or renewal of credit, by making or pub- 
lishing or causing to be made or published in any manner what- 
soever, a materially false statement in writing respecting his 
financial condition.” 


As to the elements essential to constitute materially false statements 
barring discharge, see In re Williams, D. C., 286 F. 135, 137, wherein 
it is held: 


“To defeat a bankrupt’s application for discharge on the ground 
that he obtained credit on materially false statements in writing, 
it must be shown that the bankrupt obtained money or property 
on credit, that he did so on a statement of his financial condition, 
relied on by the creditor, that the statement was in writing and 
materially false, and made to the creditor or his representative, 
for the purpose of obtaining credit from such creditor, and that 
the property was obtained by the bankrupt or some one duly 
authorized by him.” 


All such required elements are plead in plaintiff’s Reply and amply 
shown by the record in this case. 
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Defendant made written application for the loan of money to him 
by plaintiff, representing therein that the listed debts or liabilities are a 
true and correct list thereof and given for the sole purpose of inducing 
the named loan company to make a loan to him in reliance thereon, and 
is signed by defendant and his wife. The record discloses that the list 
did not contain a true statement of his indebtedness. Plaintiff's man- 
ager testified to the reliance of the loan company upon the statement 
furnished and that the loan company would not have made the loan if 
the manager had known of the other debts of defendant listed in his 
Schedule filed in the Bankruptcy Court. 

It seems perfectly clear that defendant’s discharge in bankruptcy 
operated only to the extent provided in the Bankruptcy Act and did not 
release him from the indebtedness incurred by him in the manner shown 
in this record. We fail to see any reason why plaintiff could not sue in 
the Municipal Court upon the note evidencing defendant’s indebtedness, 
that court having jurisdiction of the parties and such cause of action. 
True it is that plaintiff could have gone into the Bankruptcy Court and 
shown the fraudulent character of the indebtedness upon defendant’s 
application for discharge. That procedure was followed in the case of 
In re Williams, supra. But since the Bankruptcy Act itself provides 
that an indebtedness incurred by false pretenses and misrepresentations 
amounting to fraud is not dischargeable in bankruptcy, it was not in- 
cumbent upon plaintiff to take any steps in the Bankruptcy Court to 
defend against a discharge from a debt specifically excepted from dis- 
charge under the Act. 

It will be kept in mind that defendant was charged with knowledge 
that this fraudulently incurred indebtedness was not dischargeable in 
bankruptcy. Certainly plaintiff in the Municipal Court was not required 
to anticipate that defendant would assert the defense of discharge of a 
non-dischargeable debt. Defendant having asserted such discharge, 
plaintiff need only deny the same in its Reply, which it did and alleged 
the reasons for such denial. Defendant cannot decide for plaintiff the 
nature of the cause of action. Nor can defendant change plaintiff’s cause 
of action by alleging matters defensive thereto. Having attempted to 
avail himself of a discharge in bankruptcy, which was denied, it was 
incumbent upon defendant to prove an effective discharge, since he ad- 
mitted the execution and delivery of the note. Defendant simply failed 
upon the proof of his alleged defense, although he may have established 
a prima facie defense by the introduction of his Certificate of Discharge 
together with evidence of this debt having been listed in his Schedule of 
Debts and that notice thereof was had by plaintiff. Such prima facie 
defense was effectively rebutted by the facts alleged in plaintiff’s Reply 
and established upon the trial wherein no prejudicial error has intervened. 
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This court as now constituted has previously held that the same 
procedure as followed in this case was proper. See opinions in the cases 
of The Ohio Finance Company, Plaintiff-Appellee v. Charles E. Wilson, 
et al., No. 1003, Trumbull County, The Ohio Finance Company, Plain- 
tiff-Appellee, v. Luigi Valle, Defendant-Appellant, No. 2942, Mahoning 
County. 


The authorities upon which we rely are numerous and include: 
Gregory v. Williams, 106 Kan. 819, 189 P. 932, in which the situation 
was identical with that in the instant case. Many cases are cited by the 
Kansas court in support of its decision. Hisey v. Lewis-Gale Hospital, 
D. C., 27 F. Supp. 20, 40 Am. Bankr. Rep., N. S., 206 Wieczorek v. Mer- 
skin, 1944, 308 Mich. 145, 13 N. W. 2d 239. The cited cases also refer 
to other authorities. 


Appellant cites and relies on the case of Morrow v. Pfleiderer, 4 Ohio 
App. 283, 289, that court citing Strauch v. Flynn, 108 Minn. 313, 122 
N. W. 320, and our attention is called to the opinion of Carter, J., of this 
court, in Goodrich v. Eck, 25 Ohio Law Abst. 548, in which reference is 
made with approval to the two cases relied on by appellant here. 


Appellant also cites Bannon v. Knauss, 57 Ohio App. 288, 13 N. E. 
2d 733. This case certainly is not favorable to the position of appellant 
herein. 


As to the other cases cited by appellant, it is sufficient now to say 
that they are clearly distinguished from the case now under review, as 
will be seen by reference thereto. 


As supporting our conclusions herein we further cite and refer to: In 
re Menzin (In re Lewis Frank & Sons), 2 Cir., 238 F. 773. 1 Collier on 
Bankruptcy, 1607-1608, and cases cited. 6 Am. Jur., Section 502, p. 811, 
and following. Talcott v. Friend, 7 Cir., 179 F. 676, 43 L. R. A., N. S., 
649; Friend v. Talcott, 228 U.S. 27, 33 S. Ct. 505, 57 L. Ed. 718. 


We find no error prejudicial to appellant and the judgment of the 
Municipal Court must be and is affirmed. 


CARTER, P. J., and PHILLIPS, J., concur in the judgment. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills 
estates, descent, distribution and corporate fiduciaries 





Executrix Must Give Notice of Probate Proceeding To 
Interested Parties 





Cardozo v. Bank of America National Trust and Savings Association, 
California District Court of Appeals, 116 Adv. Cal. App. Reports 925 


Decedent left his entire estate to his wife for life with full power to 
sell estate assets. He gave his nephew the remainder interest in his 
estate. Decedent’s wife, who was named executrix, informed the nephew 
of her husband’s death but did not give him notice of the probate 
proceedings, claiming in her probate petition that his address was not 
known. She received decedent’s whole estate as sole surviving heir. 
Some time later the nephew learned of the probate proceedings, and 
since the wife had died in the meantime, he brought an action against 
her executors. The court held that the nephew was entitled to the 
assets held by these executors since the wife had fraudulently concealed 
the original probate proceedings. It was her duty as executrix of her 
husband’s estate to notify the nephew of proceedings where he was 
entitled to be a party. 


Closing Museum Constitutes Abuse of Trustees’ Discretion 





Conway v. Emery, Connecticut Supreme Court of Errors, March 31, 1953 


Decedent’s will directed that her house and its contents be held in 
trust forever as a museum with income from the trust fund to maintain 
the museum. Her will also provided that if two-thirds of the trustees 
decided in their absolute discretion that there was not sufficient public 
interest to warrant continuing the museum, it was to be sold. The 
proceeds of sale, together with the trust fund, were then to be applied 
for the benefit of a certain school. The trustees, acting in good faith, 
closed the museum in order to provide money for the school which was 
in need of funds. The court granted an injunction of the Attorney 
General who represented the public interest, and ordered the trustees 
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to reopen the museum. Decedent had set a standard for the trustees 


to follow and this must be taken into consideration in the exercise 
of their discretion. 


Gift of Joint Accounts Without Passbooks 





Armstrong v. O’Brien, Supreme Judicial Court of Massachusetts, 
109 N. E. 2d 647 


Before his death decedent placed funds in three joint savings accounts 
in the name of himself and his nephew payable to whichever one of them 
survived. The nephew was given the three passbooks so he could pro- 
vide for decedent who was ill. Later decedent took back two of the 
passbooks which he kept until his death. The Court held that a valid 
gift of all three accounts had been made to the nephew despite the fact 
that two of the passbooks had been returned to decedent during his life. 


Merger by New York Banks Requires Two Thirds Stockholder Vote 





New York L. 1953, Ch. 251 Sec. 1, Effective March 26, 1953 


A recently amended statute in New York now provides that a state 
bank may merge or consolidate with a national banking association 
without the approval of a state authority if such merger or consolidation 
is voted by owners of two thirds of the bank’s stock. 


Transferred Life Insurance Policy Not Part of Decedent’s Estate 





Collector of Internal Revenue v. Estate of Mary A. Bohnen, 
Supreme Court of the United States, May 4, 1953 


Decedent took out two insurance policies in 1935. One policy was 
an annuity, the other a single premium life insurance policy which 
would pay the beneficiaries $72,000 at decedent’s death. Both policies 
were separate although the life policy would not have been issued if 
decedent had not also bought the annuity. Before her death, decedent 
transferred the life policy to her children who were the beneficiaries 
of the policy. The Supreme Court of the United States in affirming 
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both the District Court and the Court of Appeals ruled that the life 
insurance policy which had been transferred was not a part of decedent’s 
estate since she had retained absolutely no incidents of ownership in 
regard to the transferred policy. 


Connecticut and Utah Permit Registration of Securities 
in Nominee Names ; 





Connecticut L. 1953, Sec. 5803, Effective October 1, 1953 
Utah L. 1953, H.B. 19, Sec. 1, Effective 60 Days After Adjournment 


Connecticut and Utah have enacted similar statutes which permit 
banks acting as trustees or fiduciaries to register and hold securities in 
nominee names. 


Federal Farm Mortgage Bonds Not Exempt from Estate Tax 
of Non Resident Decedent 





Estate of Resch v. Commissioner, U. S. Tax Court, 20 T. C. No. 21 


Decedent, a non-resident alien not engaged in business in the 
United States, owned Federal Farm Mortgage bonds at the time of 
his death. The Tax Court held that such bonds were not exempt from 
Federal Estate tax. Code Section 861 (c) exempts from such tax 
government bonds on which the United States is primary obligor but 
this exemption does not apply to bonds issued by an instrumentality 
of the United States which are merely guaranteed by the government. 


Redemption Discount on Government Bonds Chargeable to Trust 
Income 





Estate of Coulter, Surrogate’s Court, New York County, 129 NYLJ 1065 


In redeeming Series G bonds before maturity, a trustee received less 
than the face value of the bonds. The court ruled that the difference 
between the face value and the redemption value was chargeable to 
income since this difference represented an adjustment of interest to a 
rate appropriate to a shorter period. 


i 
4 





TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes on banks, 
trusts, estates and gifts 





Government Bonds Used to Pay Estate Taxes 





Some New York brokers are recommending the purchase of certain 
long term War Loan and Victory Loan issues of United States Treasury 
bonds for payment of estate taxes. Several of these bonds, which are 
currently selling at sharp discounts from par, may be redeemed at par 
and accrued interest if the proceeds are used solely for paying the 
deceased owner’s Federal Estate taxes. 


Federal Income Tax: Bank Required To Be Consistent on Tax 
Return When Loss Is Recouped 





Merchants National Bank of Mobile v. Commissioner of Internal Rev., U. S. 
Court of Appeals, 5th Circuit, 199 F. 2d 657 


Pursuant to directions of the bank examiners a national bank charged 
off as worthless notes that at the time were uncollectible. The Com- 
missioner permitted the bank to deduct the charge off as ordinary loss 
on its 1941 and 1943 income tax returns. The bank later sold the notes 
for $18,000 and included this amount in its 1944 income tax return as 
long term capital gain. The Court of Appeals held that the $18,000 
was not capital gain but was ordinary income. The bank could not at 
one time get the higher deductions permitted for ordinary losses and 
later in the same transaction take advantage of the lower capital gains 
rate. 


Time for Computing Value Under Federal Stamp Tax 





South Pacific Company v. Commissioner, United States District 
Court, New York 


Exactly when is the value of securities to be determined for purposes 
of the federal documentary tax? The court rules that the tax is to be 
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computed on the basis of the mean between the highest and lowest 
quoted selling price on the date of issuance, not on the basis of the 
exact value at the moment of issuance of the securities. 


Kentucky Adopts “Unit” Rule in Valuing Stock 





Citizens Fidelity Bank & Trust Co. v. Reeves, Kentucky Court of Appeals, 
February 6, 1953 


The Kentucky Court of Appeals has rejected the so-called “blockage” 
rule in valuing securities for estate tax purposes. The value of a block 
of 30,000 shares was determined with sole reference to the average price 


of the 300 shares actually sold on the American Stock Exchange on the 
date of the decedent’s death. 


Uniform Principal and Income Act 





California, L. 1953, Ch. 37, Sec. I, West Virginia, L. 1953, H.B. 85 


California and West Virginia have recently adopted the Uniform 
Principal and Income Act. This Act deals with the problems of adjust- 
ment of principal and income between life tenants and remaindermen 
in trusts and other estates in property. The Act is now in force in the 
following states: Alabama, Arizona, California, Connecticut, Florida, 
Illinois, Kansas, Louisiana, Maine, Maryland, Minnesota, New Jersey, 
North Carolina, Oklahoma, Oregon, Pennsylvania, Texas, Utah, Virginia, 
Washington and West Virginia. 


Tax Exemption for Foreign Mutual Savings Banks Investing in 
Tennessee 





Tennessee Laws, Chapter 47, effective March 26, 1953 


A new Tennessee statute provides that out-of-state mutual savings 
banks and mutual savings funds societies may lend money secured by 
mortgages or by deeds of trusts on Tennessee property, under arrange- 
ments made prior to the creation of the loan, without qualifying to do 
business in Tennessee. These loans are also made exempt from ordinary 
excise, franchise, and privilege taxes ordinarily imposed on foreign cor- 
porations doing business in Tennessee. 
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School for Bankers Denied Tax Exemption 





Washington Chapter of American Institute for Banking v. District, U. S. 
Court of Appeals for the District of Columbia, March 19, 1953 


The United States Court of Appeals for the District of Columbia 
has ruled that a chapter of the American Institute for Banking carrying 


on an education program in the field of banking is not entitled to a 
property tax exemption as an educational institution. 


Difference Between Face and Actual Value of Note 
Constitutes Taxable Gift 





Blackburn v. Commissioner, U. S. Tax Court, 20 T.C. No. 26, April 29, 1953 


A mother transferred real estate in Texas worth $245,000 to her two 
children in exchange for their $172,000 note secured by a mortgage on 
the property. The mortgage bore interest at the rate of 244% and was 
payable over a period of 341% years. The Tax Court held that the 
actual value of the note was $134,000 rather than its face value because 
the interest rate was unusually low and it extended over such a long 
period. Thus a taxable gift had been made of the difference between the 
value of the property and the actual value of the note. 


Purchaser of Accounts Receivable 





North Carolina, Opinion of the Attorney General, February 27, 1953 


A purchaser of accounts receivable at a discount who assumes the 
loss from a failure to collect the accounts is not taxable as a loan agency 
since it makes no loans. 


Pension Trusts Exempt from Indiana Intangibles Taxes 





Indiana Laws, Chapter 255, effective March 13, 1953 


Property held in a pension, stock bonus, or profit-sharing trust for 
the exclusive benefit of employees is exempt from the Indiana tax on 
intangible property. The exemption is dependent upon continued ex- 
emptions of the income of the trust for federal income tax purposes. 
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Proceeds of Insurance Policy Owned by Employer Not Taxable 
to Estate of Employee 





Estate of Morrow v. Commissioner, U. S. Tax Court, 
19 T.C. No. 121, March 12, 1953 


Decedent’s employer took out an insurance policy on decedent’s life 
and notified him that half the proceeds of the policy would be paid to a 
beneficiary named by decedent. The Tax Court held the proceeds. paid 
to the beneficiary was not includible in decedent’s gross estate. 


Trust Owning North Carolina Real Estate 





North Carolina, Opinion of the Attorney General, February 18, 1953 


A non-resident trustee is not required to file a return of trust income 
where all beneficiaries are non-residents although part of trust income 
is derived from rent on North Carolina real estate. 





Tax Board Refuses Bank Questionnaires As Evidence 





First National Bank, Canton v. Peck, 
Ohio Board of Tax ‘Appeals, March 31, 1953 


An Ohio bank paid taxes on deposits of foreign corporations and 
later applied to have these taxes abated since by statute no taxes were 
payable if funds were not withdrawable by an officer of the corporation 
having an office in Ohio. To prove the deposits were not withdrawable 
the bank sent out questionnaires which were filled out by officers of the 
corporations. The Board of Tax Appeals refused to admit these ques- 
tionnaires as evidence in favor of the bank. 


Gains on Realty Not Taxable in Massachusetts 





Gardiner v. Commissioner of Corporation and Taxation, 
Supreme Judicial Court of Massachusetts, January 7, 1953 


Gains from the sale or rent of real estate are not taxable under Massa- 
chusetts law unless they derive from eminent domain proceedings. 








Treasury Policy 
T° Randolph Burgess, Deputy 
to the Secretary of the Treas- 
ury, we are indebted for a clear- 
cut and concise exposition of the 
principles governing Treasury 
financing policy. Speaking before 
the annual conference of the Na- 
tional Association of Mutual Sav- 
ings Banks, Mr. Burgess stated 
that “The first rule of Treasury 
policy today is that the Federal 
Reserve System shall be free to 
exercise its policy without inter- 
ference.” In other words, the 
Treasury must meet the market’s 
“going rate of interest” in the sale 
of its securities; it will not have 
the benefit of an artificial rate sup- 
ported by the Reserve System. 

In view of the great concentra- 
tion of Treasury obligations in 
commercial banks, Mr. Burgess also 
emphasized the importance of sell- 
ing more Government securities to 
non-bank investors. While he con- 
ceded that the existing concentra- 
tion could not be remedied ab- 
ruptly, he indicated the Treasury’s 
intention to distribute the debt 
more widely over a period of time. 
Such redistribution he regarded as 
a prerequisite for economic sta- 
bility. 

Mr. Burgess was not concerned 
over the fact that the sale of long- 
term debt to investors involves 
higher interest costs than the sale 
of short-term securities to banks. 
Such increased costs would be 


offset many times, he remarked, if 
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the risks of inflation or deflation 
were diminished. He also pointed 
out that the principal beneficiaries 
of the larger interest payments 


would be insurance companies, 
savings banks, pension funds and 
individuals; that the ultimate bene- 
ficiaries would be the millions of 
families who have been damaged 
by the results of artificially low 
money rates—by inflation and by 
inadequate returns on their sav- 
ings. 

With specific reference to the 
recent Government 30 year, 314 
per cent bond offering, he stated 
that the Treasury had carefully 
explored the long-term market 
with individual and _ institutional 
investors, and had found that it 
could sell about a billion dollar 
issue at the rate designated. Mr. 
Burgess took pains to point out 
that this rate was set by the mar- 
ket, and was not “made” by the 
monetary authorities. He at- 
tributed the increase in the rate to 
the fact that more people have 
been trying to borrow more money 
than ever before in the history of 
the country. He observed that 
the law of supply and demand has 
been forcing rates higher and that 
the Federal Reserve System—since 
it regained its freedom in 1951— 
has been keeping the money mar- 
ket tight. 


The new 314 per cent issue was 
the first long-term marketable 
issue floated since 1945. As a mat- 
ter of fact, over an even longer 
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period, it was the first issued with- 
out the aid of Federal Reserve 
price pegs. 

Current long-term interest rates 
have moved higher because many 
people have been trying to borrow 
at the same time. Mr. Burgess 
stated that a delay of some proj- 
ects would be wholesome both for 
the market and the business situa- 
tion. He expressed the belief that 
time will be needed for the absorp- 
tion of current new issues and that 
the Treasury will proceed cau- 
tiously. 


Business Activity and 
Bank Lending 


Commercial banks will feel the 
effects of change in the business 
pattern from a boom to a readjust- 
ment. This is the opinion of Pro- 
fessor Marcus Nadler of New York 
University who declares that, dur- 
ing such transition, the endeavor 
of manufacturers and distributors 
to reduce inventories will lead to 
a repayment of debt. On the other 
hand, some inventory may have to 
be liquidated at a loss, thus affect- 
ing the working capital positions 
of some industrial and mercantile 
concerns. Also, since a_ slowing 
down in payment of accounts and 
notes receivable will probably ac- 
company a decline in business ac- 
tivity, this factor will tend to 
continue the dependence of busi- 
ness on bank accomodation. Un- 
less these developments are 
handled carefully, Professor Nadler 
observes, they may cause diffi- 
culties to the customers as well as 
to the banks. The best policy, 


he comments, is to remove all weak 
spots now, before a decline sets in 
and while business activity con- 
tinues at a high level. 
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At the last year-end, the net 
working capital of domestic cor- 
porations was higher than it was 
in either of the two preceding 
years. However, there was a lower 
ratio of cash and Government 
securities to total current assets 
than at the two preceding year- 
ends; a 28.4 per cent ratio on De- 
cember 31, 1952 compared with 
ratios of 30 per cent and 31.5 per 
cent at the 1951 and 1950 year- 
ends, respectively. 


According to Professor Nadler, 
the credit policy of the Federal 
Reserve System has a double im- 
pact on commercial banks. With 
higher interest rates have come 
higher earnings although, in the 
case of some banks, higher rates 
required to be paid out on time 
deposits have partially offset such 
increase in earnings. At the same 
time, however, the sharp price de- 
cline in medium and long-term 
Governments, as well as in high- 
grade corporates and tax-exempt 
issues, has caused substantial de- 
preciation in banks’ bond _ port- 
folios. A material decline in Gov- 
ernment bond prices, coupled with 
some disappointment over market- 
ability, will undoubtedly affect the 
future attitude of commercial 
banks and other investors toward 
Government securities. What effect 
these factors will have on future 
investment attitude, says Professor 
Nadler, still remains to be seen. 


The New York University 
economist states that depreciation 
in the Government bond accounts 
has caused considerable concern 
among bank managements. “The 
question has recently arisen,” he 
remarks, “whether to hold onto 
these securities or take the loss 
and make a new start.” 
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In formulating policy, Professor 
Nadler declares that the following 
principles should be kept in mind. 


1. Government obligations still 
remain the safest security. While 
now subject to considerable mar- 
ket fluctuation, they remain risk- 
less assets as far as payment of 
principal and interest are con- 
cerned. 


2. A well-managed bank is never 
in a position where it is compelled 
to dispose of medium or long-term 
Governments in order to meet 
liquidity requirements. 


3. As in the past, price move- 
ments of Governments will reflect 
business and money market con- 
ditions. When business activity 
abates, the Reserve’s credit re- 
straint policy will be changed; 
then, money rates will be lower 
and bond prices higher. 


Savings Banks Investments 


Successful operation in the spe- 
cialized field of common stock in- 
vestment requires the application 
of practices differing radically from 
those ordinarily associated with 
bonds and mortgage loans, accord- 
ing to Alfred C. Middlebrook, 
executive vice-president of the In- 
stitutional Investors Mutual Fund. 
The IIMF is an organization es- 
tablished by the savings banks in 
New York State to conduct invest- 
ment in equities on their behalf. 


Because there is greater ex- 
posure to risk in equity invest- 
ment, more selectivity is required. 
Satisfactory income, an _ outlook 
for “growth,” higher earning power, 
are qualifications which prompt 
consideration for purchase. Such 
standards must be consistently 
maintained if the integrity of the 
fund is to be preserved. 
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The IIMF has decided to invest 
substantially all of its initial funds 
in common stocks, with only 5 or 
10 per cent of assets to be held in 
cash or short-term Treasuries. 
Since the fund is an institutional- 
ized device for joint common stock 
investment available at all times 
to the savings banks in accordance 
with individual bank programs as 
to purchase, sale and timing, it 
must always be virtually fully in- 
vested. Otherwise, it could not 
satisfactorily perform its function. 
This policy of almost complete in- 
vestment does not conflict with the 
provision for a small residue in 
cash and Governments; it merely 
reflects the desirability of main- 
taining at least some small amount 
of purchasing power with which 
to take advantage of special or 
temporary market situations. 

Some banks are expected to par- 
ticipate in the equity market 
through IIMF under a policy of 
dollar averaging. Other banks may 
adopt techniques more in accord 
with individual requirements and 
objectives. Obviously, any sub- 
stantial departure from a full in- 
vestment policy by the fund would 
prevent it from performing the 
investment function for which it 
was designed. 

With respect to the initial com- 
position of the portfolio, the IIMF 
decided that a “defensive” position 
was appropriate under prevailing 
conditions. Accordingly, two-thirds 
of the equities acquired represented 
“defensive elements,” with the 
balance of the issues having great- 
er volatility. The basic invest- 
ment objective at the time of 
approach (late March) to the 
markets was to confine purchases 
largely to those issues which are 
likely to maintain earnings and 
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dividends under conditions of de- 
clining business activity, to an 
extent appreciably greater than the 
average. Nevertheless, in the case 
of nearly one-half of the stocks 
recommended and approved for 
purchase, it is stated that growth 
characteristics are evident. The 
composite yield of the initial port- 
folio is expected to approximate 
5.2 per cent. 


The list selected is original in 
its composition and follows no 
habitual or customary pattern. 
Indicative of this originality is the 
fact that it includes only 16 stocks 
of the 50 that appear in the com- 
pilation of those most favored by 
the country’s investment trusts. 
Furthermore, only 18 of the 55 
common stocks occurring most fre- 
quently in the list of large univer- 
sity endowment funds are included. 


The Savings Banks Trust Com- 
pany of New York is the contrac- 
tual investment adviser for the 
IIMF and has the responsibility of 
following the operations of, and 
conditions affecting, the companies 
represented in the fund’s portfolio. 
It also assumes the task of closely 
observing investment conditions, 
with particular reference to equity 
securities. 


Stock Installment Sales 


The New York Stock Exchange 
is exploring the feasibility of mak- 
ing possible the purchase of listed 
stocks on a “pay-as-you-go plan.” 
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Under such an arrangement, the 
investor would contract with a 
New York Stock Exchange mem- 
ber firm for the monthly invest- 
ment of a prescribed sum for a 
specified period. Such monthly 
payments would be made to a bank 
which, acting as custodian, would 
then purchase for the investor, in- 
vestment quality securities of one 
or more designated compdnies 
listed on the Exchange. 
According to Keith Funston presi- 
dent of the Exchange, the pro- 
posal is still in a nebulous state. 
While “a dozen or more years ago 
such a project might have been 
considered too radical,” he com- 
ments “since then I think we have 
shed some of our inhibitions.” Mr. 
Funston declares that we must 
evolve an entirely new merchan- 
dising approach to the problem of 
channeling a realistic proportion of 
public savings into equity securi- 
ties of large corporations, and that 
“buggy-whip techniques” cannot 
be used in a “mass-production 
economy.” 

The Exchange would like to see 
the materialization of one and one- 
half million new shareholders in 
listed companies in the next three 
years. Such an annual rate of 
500,000 is substantially in excess 
of that realized in recent years. 

Such a plan would, of course, 
compete with various mutual funds 
which now offer their shares to the 
public on an installment basis. 
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Lc. Hector A. Cafferata Jr, 


OSMUCR 
Medal of Honor 


cay 4 
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> 
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1, WAS DURING the Chosin reser- 
voir fighting. Against F Company’s 
hill position, Reds were attacking 
in regimental strength. The last of 
Private Cafferata’s fire team-mates 
had just become a casualty, leaving 
a gap in the defense line. If the 


enemy could exploit it, they could 
smash the entire perimeter. 


Exposing himself to devastating 
fire, Private Cafferata maneuvered 
along the line. Alone, he killed 
fifteen Chinese and routed the rest. 
Then, wounded and in intense pain, 
he held till reinforcements plugged 
the hole. 


“Tf we really want to protect our- 
selves from the Commies,” says 
Private Cafferata, now retired be- 
cause of wounds, “we’ve got to go 
all out. And one thing all of us at 
home can do—should do—is invest 
in our country’s Defense Bonds. 
Sure, Bonds are our personal savy- 





ings for a rainy day. But they’re 
more—they’re muscle behind our 
G.L.s’ bayonets, too!” 


* * * 


Now E Bonds pay 3%! Now, im- 
proved Series E Bonds start paying in- 
terest after 6 months. And average 3% 
interest, compounded semiannually 
when held to maturity. Also, all matur- 
ing E Bonds automatically go on earn- 
ing—at the new rate—for 10 more years. 
Today, start investing in U.S. Series E 
Defense Bonds through the Payroll 
Savings Plan; you can sign up to save 
as little as $2.00 a payday if you wish. 


Peace is for the strong! For peace and prosperity 
save with U.S. Defense Bonds! 


The U.S. Government does not pay for this advertisement. It is donated by this publication in 
cooperation with the Advertising Council and the Magazine Publishers of America, 
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“National security 


is impossible without 


financial security 


of individual citizens « . .” 


FRED MAYTAG 
The Maytag Company 


“Ingenious research and the ability to produce... which have 
helped to make the United States the world’s greatest nation .«e 
could not have been realized without the savings of millions of 
thrifty persons. Savings of individuals financed new inventions, 
developed others. The Payroll Savings Plan for purchasing 
Savings Bonds regularly provides an easier way for American 
workers to save for future spending or investment, for their own 
security, and for their nation’s security. Qur experience at the 
Maytag Company has shown us that a successful Payroll Savings 
program can be the foundation and the cornerstone of happy 


employee relations.” ...« 


Let’s point up Mr. Maytag’s concise 
summary of the Payroll Savings Plan 
with two very recent figures: 


@ at the close of February, 1953, the 
cash value of Series E Bonds held by 
individuals reached a new high: $35.5 
billion. This is $1 billion more than 
the value of the Bonds held on May 1, 
1951, when E Bonds began to mature. 


® to this encouraging reservoir of fu- 
ture purchasing power, 8,000,000 Pay- 


The U.S. Government does not pay for this advertisement. It is donated by this publica- 
tion in cooperation with the Advertising Council and the Magazine Publishers of America. 


roll Savers are adding $160,000,000 per 
month by their consistent investment in 


U.S. Savings Bonds. 


If you are not among the 45,000 com- 
panies that make the benefits of the 
Payroll Savings Plan available to their 
employees...a telegram or letter to 
Savings Bond Division, U. S. Treasury 
Department, Washington Building, 
Washington, D.C., will bring you all 
the information and assistance needed 
to build a good Payroll Savings Plan. 
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